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ix 
PREFACE 


The pattern of uneven development brought about by globalization so far 
has been sustainable neither economically nor environmentally, nor has it 
been feasible politically. Moreover, the global financial crisis has exposed 
serious weaknesses not only in the world economy but also in global 
economic governance. Although a remarkable spirit of multilateralism has 
prevailed in the responses to this upheaval, it cannot hide the shortcomings 
in institutions and rules that were shaped, for the most part, more than 60 
years ago. Since then, world conditions have become much more complex 
and there is much greater interdependence across nations. 

Because of the complexity and interconnectedness of today’s global 
challenges, a new balance must be found between international rules- 
setting and the provisioning of global public goods, on the one hand, and 
the creation of the space needed by nations to determine their own destiny, 
on the other. This will require a new kind of thinking and the striking of 
a new balance as well between decision-making processes at the national 
level and those at the global level. 

This book, Retooling Global Development and Governance, provides a 
whole new set of ideas on how to overcome the deficiencies in the ongoing 
process of globalization and in the existing mechanisms for global economic 
governance. We do not pretend to offer a blueprint, but rather a set of ideas 
that could become the basis for a new, coherent “toolbox” designed to guide 
development policies and international cooperation. 

The book points out promising directions for reform, including 
strengthening government capacities for formulating and implementing 
national development strategies; doing more to ensure that official 
development assistance is aligned with national priorities; strengthening 
the international trade and financial systems so that countries with limited 
capabilities can successfully integrate into the global economy; creating new 
mechanisms for dealing with deficiencies, such as specialized multilateral 
frameworks through which to govern international migration and labour 
mobility, international financial regulation, multinational corporations and 
global value chains regulation, as well as sovereign debt workouts. Most 
importantly, the book highlights the need for a strong mechanism for 
global economic coordination which establishes coherence across all areas 
of global economic governance. 

Such reforms will be needed if we are to address challenges of the XXI 
century posed by continued population growth and population ageing, 


urbanization, climate change and other environmental threats, persistent 
poverty, rising inequality, food and energy insecurity, and recurrent 
financial instability. All these challenges are strongly interconnected and 
are of global ramifications. To achieve a fairer and sustainable process of 
global development moving forward important changes will be needed 
in how world markets are regulated and in how governments, businesses 
and communities go about their businesses. The book intends to provide 
a number of practical solutions as to how to do things better by striking a 
balance between the need for creating sufficient policy space at the national 
level for governments to steer their economies towards more sustainable 
pathways, overcome poverty and generate greater social cohesion, on 
the one hand, and the need for stronger rules-setting at the global level 
to better address global problems, on the other. In this regard, it analyzes 
how the architectures for international development assistance, multilateral 
trade, and international finance should be reformed so as to facilitate a 
better enabling environment for national economies to thrive and achieve 
sustainable development goals. 

This book emanates from research undertaken for the World Economic 
and Social Survey 2010, the United Nations’ annual flagship report on major 
development issues prepared by the Department of Economic and Social 
Affairs (DESA). Apart from the editors and other contributors substantive 
inputs were received from Vladimir Popov, Frank Schroeder, and Marion 
Barthélemy at UN-DESA. Nicole Hunt provided statistical support, while 
Michael Brodsky, June Chesney, Leah C. Kennedy, and Elizabeth Coleman 
provided important editorial support. Thanks are also due to Nancy 
Settecasi for skilful typesetting of the manuscript. We most gratefully 
acknowledge background research contributed in the preparations of the 
World Economic and Social Survey 2010 by Tony Addison, Channing 
Arndt, Giovanni Andrea Cornia, Jane D’Arista, Derrese Degefa, Geske 
Dijkstra, Daniel Drache, Louis Emmerij, Korkut Erturk, Valpy FitzGerald, 
James Galbraith, Merilee Grindle, Sara Hsu, Nagesh Kumar, Thandika 
Mkandawire, Emmanuel Nnadozie, Deepak Nayyar, Alfredo Saad-Filho, 
Finn Tarp, Lance Taylor, Daniel Titelman, John Toye, and Rolph van der 
Hoeven, as well as from insights provided by other participants at two 
workshops, including by Yilmaz Akyuz, Tariq Banuri, Roy Culpeper, Martin 


xi 


Khor, Richard Kozul-Wright, José Antonio Ocampo, Rizal Ramli, and Lan 
Xue. Last, but not least, we are most grateful to the overall guidance and 
intellectual support provided by Jomo Kwame Sundaram. 


Rob Vos and Manuel F. Montes 
New York, June 2013 
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Chapter I 
Rethinking global development 


Ros Vos AND MANUEL F. MONTES 


As the world emerges from its worst recession since the Second World War, 
it is important to remind ourselves that interdependence across nations 
is an essential feature of economic development. Over the past few years, 
many have come to feel that interdependence is the carrier of economic 
distress. Skyrocketing food and energy prices have affected the livelihoods 
of many. The strong rise in food prices during 2007 and 2008 exposed 
not only the structural basis of food insecurity—the result of decades of 
underinvestment in agriculture, especially in developing countries—but 
also the interconnectedness of such insecurity with other global problems. 
The effects of climate change are already being felt in many parts of the world 
in the form of more frequent and intense droughts and excessive rainfall, 
which have exacerbated food insecurity and intensified price volatility. 

Efforts to mitigate climate change, like the promotion of biofuels, have 
led to shifting land-use patterns and have crowded out food production 
for human consumption. World commodity markets, having become 
intertwined with financial markets through derivatives trading, have also 
become increasingly speculative. Owing to largely unfettered deepening of 
global financial integration, systemic financial distress in one country has 
spread quickly to many countries. Trade channels have always served as 
vehicles for the spillover of a recession in one country into another; but at 
the height of the present crisis, global trade collapsed precipitously because 
of the dominance of global value chains in today’s production and trade. 

It was not meant to be this way. With the fall of the Berlin Wall, there 
were hopes that a new rising tide of globalization would bring about 
enough peace and prosperity to lift all boats. There have certainly been 
gains: inflation has been contained, international trade has expanded, 
capital has flowed across borders on an unprecedented scale, and there has 
been substantial progress in reducing global poverty. Still, the growth and 
poverty reduction record has been uneven and the achievement of such 
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gains is bound up with widening global macroeconomic imbalances and 
the degradation of the world’s natural environment. 

The food, energy, financial and climate crises that unfolded simul- 
taneously at the end of the first decade of the twenty-first century have 
exposed major weaknesses in existing mechanisms designed to manage the 
process of global development. While the strong desire for quick recovery 
from the present world economic and financial crisis is understandable, 
getting “back on track” does not seem to be an option, as it would mean 
returning to an unsustainable path of global development. Sustained and 
widespread future prosperity will require major reforms in global economic 
governance and new thinking about global economic development. 

A central concern of the new thinking will be the need for a focus 
concentrated on sustainable development—entailing an approach that 
would balance material wealth improvements with protection of the natural 
environment and ensure social equity and justice—rather than one narrowly 
centred on economic growth and private wealth generation based on market 
incentives. Global solutions will be required for global problems and, given 
the interdependence of these problems, policy responses will need to be highly 
coherent at various levels if the international community is to achieve the 
multiple objectives associated with fair and sustainable global development. 


GLOBALIZATION AT A CROSSROADS 


The fact that the world is changing rapidly poses additional challenges 
with respect to finding pathways towards a feasible, fair and sustainable 
development. First, there are important shifts taking place in the global 
economy. The rapid growth in developing Asia which is shifting the balance 
of global economic power is likely to continue, thereby moving further 
towards a world economy with multiple engines of growth. Apart from the 
recent crisis, this has been due not so much to the decline of the economies 
of the United States of America and the European Union (EU) as to the 
growth in strength of the economies of other countries. Brazil, the Russian 
Federation, India and China (the so-called BRIC countries) have become 
the new economic giants and are already making their presence felt in 
global forums, such as the platform of the Group of Twenty (G-20), and 
through their own interaction. 

Per capita income of developing countries measured in terms of 
purchasing power parity (PPP) has more than quadrupled over the past 
half-century (figure I.1). Also in PPP terms, the weight of Brazil, China 
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Figure 1.1: 
Per capita GDP at 2005 constant prices, selected regions 
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and India in the world economy increased from 10 per cent in 1950 to 
27 per cent in 2008 (figure I.2). The Russian Federation is adding another 
2.5 per cent. Measured this way, the weight of each of today’s major economic 
powers, the United States and Western Europe, has dropped from over one 
quarter to less than one fifth. 

While several developing countries (mostly in Asia) have experienced a 
significant “convergence” towards the living standards of the now advanced 
countries, others, especially in Africa, have fallen farther behind (figures 
I.1 and 1.3). The number of the world’s poor living on less than $1.25 per 
day decreased from 1.8 billion in 1990 to 1.3 billion in 2008, but nearly 
all of this reduction was concentrated in China. In sub-Saharan Africa, 
however, the absolute number of the poor increased. At the same time, with 
few exceptions, income inequalities within countries have increased since 
the early 1980s. Aggregate measures for global inequality, which combine 
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Figure 1.2: 
Regional GDP as a percentage of world GDP at 1990 international Geary-Khamis dollars, 
selected regions 
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within- and between-country income disparities, show clearly increasing 
trends over the past decades—trends revealed to be starkly unambiguous 
when China is excluded (Bourguignon and Morrison, 2002; Milanovic, 
2005; World Bank, 2006a). Redressing this trend in global economic 
divergence, so as to prevent its becoming a source of new tensions and 
insecurity, will be a major challenge in the decades ahead. 

Second, demographic changes in the coming decades will strongly 
influence increasing global interdependence. World population is projected 
to grow by another 2-3 billion over the next four decades. This means that, by 
2050, the global economy would need to be able to provide a decent living for 
more than 9 billion people, of which 85 per cent will be living in developing 
countries. These changes need not create a Malthusian dearth of food, 
but they will put further pressure on the world’s ecosystems. Developing 
countries will have to adapt to growing urban populations. By 2050, 70 per 
cent of the world’s population is projected to live in urban areas, and mega- 
cities that are undergoing further growth will create problems of their own. 
A growing global middle class added to fast developing-country growth 
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Figure 1.3: 
Regional per capita GDP as a percentage of world average at 1990 international 
Geary-Khamis dollars, selected regions 
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and larger urban populations will also change food and land-use patterns, 
with the implications being potentially vast. In addition to the decline in the 
amount of agricultural land, there will be a stark increase in the consumption 
of meat and dairy products, leading, if the phenomenon is not addressed in 
a timely manner, to land-use shifts and further deforestation, higher energy 
use, rising food prices and regional food shortages. 

Population pressures will also increase such current problems as high 
unemployment and underemployment. Rapid urban growth will amplify the 
challenge of redressing persistent widespread poverty and inequality among 
urban-dwellers. Progress in human development worldwide has helped to 
drastically reduce mortality rates and allow people to live longer. As a result, 
the world population is ageing rapidly. The fact that, by 2050, 1 in 3 persons 
living in developed countries, and 1 in 5 living in what are now developing 
ones, will be over 65 years of age (figure I.4), will put pressure on pension and 
health systems. Further, the presence of declining and ageing populations 
in developed regions and continued disparity in economic opportunities 
across nations may result in much larger migration flows than occur today. 
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Figure 1.4 
An ageing world population, developed and developing countries, 2000-2050 
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Third, the growing world population has been supported in part by the 
degradation of our natural environment. About one half of the forests that 
covered the Earth are gone, groundwater sources are rapidly being depleted, 
enormous reductions in biodiversity have already taken place and, through 
the burning of fossil fuels, about 30 billion tonnes of carbon dioxide are 
currently being emitted each year. The impact of climate change is already 
being felt through the occurrence of more frequent and intense floods and 
drought, which, among other things, is affecting the food situation of many 
of the world’s poorest, especially in parts of Africa and Asia. Thus, greater 
prosperity for humanity has come with huge environmental costs that have 
global consequences, including the threat of climate change. Containing 
this threat will require major transformations of energy systems, industrial 
production processes and infrastructure (Ackerman, Kozul-Wright, and 
Vos, 2012; United Nations, 2011). 

Fourth, as already mentioned, economic processes are increasingly 
interconnected globally. Agricultural and industrial production is being 
carried out more and more within the framework of largely unregulated 
global value chains dominated by international companies. The global 
crisis has made clear just how interconnected financial markets are and 
how quickly problems in one part of the system can cause shock waves 
elsewhere. Climate change and increasing migratory flows are challenges 
with global ramifications. Yet, the policies, rules and institutions established 
to govern these processes are mostly national, while the global mechanisms 
that do exist are compartmentalized and in need of better coordination. 
Without reform, tensions will grow between decision-making processes at 
the national level and those at the global level. 

The question is how to reform the institutions responsible for global 
governance so as to make them better equipped to address these challenges 
coherently while allowing nations and their people to have the space needed 
for determining their own destinies. 


DEVELOPMENT IN AN INTERDEPENDENT WORLD 


The emergence of the post-war international 
financial and trade architecture 


Globalization has been with us since dawn of history, but the desire 
to exert control over its ramifications is of more recent vintage. As the 
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immediate post-war period was marked by the creation of the International 
Monetary Fund (IMF) and the International Bank for Reconstruction and 
Development (IBRD) (both in 1944) and the United Nations Organization 
(in 1945), it is often regarded as the time when international economic 
cooperation reached its peak. The special circumstances of the time, 
with many of the countries involved in the creation process having being 
exhausted by the war while still living in the shadow cast by the Great 
Depression of the 1930s, became the source of a great willingness to forge a 
new international financial architecture, although its design was left largely 
to an inner circle comprising two countries, namely, the United States and 
the United Kingdom of Great Britain and Northern Ireland (Toye, 2010). 

In the 1930s, the “beggar thy neighbour”-type policies of most 
governments—entailing the use of currency devaluations to increase the 
competitiveness of a country’s export products and reduce balance-of- 
payments deficits—worsened national deflationary spirals, which resulted in 
plummeting national incomes, shrinking demand, mass unemployment, and 
an overall decline in world trade. To overcome the weaknesses embedded in 
the pre-war international monetary system, a system of fixed exchange rates 
was introduced with the United States dollar as the reserve currency and 
with the dollar pegged to the price of gold. Short-run balance-of-payment 
difficulties would be overcome by IMF loans. The new system would facilitate 
stable currency exchange rates, and a country with payment deficits would 
not have to induce a cut in national income to bring it to a level low enough 
for import demand to finally fall within that country’s means. The agreement 
made no provisions for the creation of international reserves. 

As the United States, the country with the reserve currency, was 
running large trade surpluses in the immediate post-war period, a dollar 
shortage arose in the international payment system which then restricted 
the financing available for post-war reconstruction and development. The 
International Bank for Reconstruction and Development, then the most 
important institution within the World Bank Group, initially had too 
limited a lending capacity to offset this shortage (Mason and Asher, 1973). 
To remedy the situation, the United States encouraged capital outflows and 
set up the European Recovery Program (better known as the Marshall Plan) 
to provide, largely through grants rather than loans, large-scale financial 
and economic aid for the rebuilding of Europe. IBRD lending and Marshall 
Plan-like support, as conceived, subsequently became central in meeting 
the needs of developing countries for development assistance and long- 
term financing. 
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The trade-related component of the envisaged post-war international 
architecture—an International Trade Organization—was not established 
until a much later date. Instead, international trade arrangements were 
governed by the interim General Agreement on Tariffs and Trade (GATT) 
of 1947, which lasted until 1995, when it was replaced by the World Trade 
Organization. The GATT was mainly concerned with modalities for 
negotiating reductions in industrial tariffs on a non-discriminatory basis, 
albeit with safeguards erected against trading arrangements that would be 
detrimental to industrial employment (Toye, 2010). Tariff reduction was a 
matter of considerable interest to the advanced economies, but had less appeal 
for the developing countries, many of which had gained independence only 
during the 1950s and 1960s and wished to pursue economic development 
strategies through the use of industrial and trade policies. Such perceived 
inconsistencies between the virtues of having a common set of multilateral 
rules and the need for the policy space required to pursue national 
development objectives have been a continuing source of controversy in the 
course of shaping the international economic architecture. 


Shifting development paradigms 


Views about what types of international arrangements would best serve 
global and national development goals have changed with the shifts in 
the thinking about the factors conducive to growth and development in 
countries at low levels of development. In the 1950s and 1960s, development 
had been perceived in terms of a process of economic growth. Lack of 
capital and lack of industrial and entrepreneurial capacity were seen as 
major obstacles to growth. To overcome these obstacles, what was required 
was strong government leadership, which would steer the development 
process in the right direction by conducting the policies and mobilizing the 
resources needed to lift binding constraints on economic growth. This was 
to be achieved through, for example, public investments aimed at building 
infrastructure, trade protection and industrial policies designed to promote 
import substitution and develop entrepreneurial capacity, and through 
attracting development assistance in lifting foreign-exchange constraints. 
In the aftermath of the Great Depression, public management of the 
economy had emerged as a primary activity of governments, including 
in the developed countries. Building on Keynesian theoretical insights, 
governments made employment, stability and growth important subjects of 
public policy and took responsibility for assuring their citizens a degree of 
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economic well-being, with such steps leading to the creation of the welfare 
state. In Europe and Japan, industrial policies were key elements in post- 
war reconstruction. 

The first generation of development economists, many of whom were 
associated with the United Nations system, such as Paul Rosenstein-Rodan, 
Michal Kalecki, W.Arthur Lewis, Gunnar Myrdal, Hans Singer, Raul 
Prebisch and Jan Tinbergen, likewise thought in terms of broad, integrated 
macrostrategies (Meier and Seers, eds., 2001) and saw development as a 
transformational process. Poor countries would need to move away from 
a dependence on primary exports and the rural economy and develop 
manufacturing industries in order to foster more dynamic growth 
processes; major investments in infrastructure and new activities would be 
needed to create the right initial conditions. To describe the non-marginal 
changes that would need to occur, these economists used metaphors like the 
“snowball” (Lewis), the “big push” (Rosenstein-Rodan), “dynamic linkages” 
(Hirschman) and the “take-off” (Rostow). Different views existed on how 
best to induce the necessary change, but the dominant one was that the 
developmental state should be the prime mover. 

In the 1950s and 1960s, some modifications to the GATT and IMF 
policies aimed at accommodating developing-country interests. In 1955, 
for example, developing countries were granted special treatment in 
the GATT, allowing them to protect particular industries and introduce 
quantitative restrictions so as to address balance-of-payments difficulties. 
In 1963, the Compensatory Finance Facility was introduced by the IMF 
for countries suffering sudden shortfalls in export revenues. Rather than 
facilitate industrial capacity-building over the long-run, these exceptions 
to multilateral trade rules addressed mainly short-term adjustment issues. 
The European Economic Community also granted trade preferences to 
its former colonial territories and set up a fund to offset commodity price 
fluctuations (Stabex), thereby moving further away from the original GATT 
principles towards a multiplicity of uncoordinated preference regimes 
(Toye, 2010). 

As discussed in chapter II, a number of developing countries managed 
to successfully navigate their way amid such hurdles in international rules- 
setting and pragmatically implemented sets of policies promoting modern 
growth strategies. High rates of economic growth were achieved in large 
parts of the developing world, sometimes with sustained success, as in parts 
of Asia. The industrial development that was behind high tariff protection 
and other government support also led to substantial average welfare 
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increases in Latin America during the 1950s and 1960s, followed, however, 
by relative stagnation starting in the 1980s and 1990s (see figure I.1). 

Yet, the many instances of failure to create industries in developing 
countries that could survive on their own after decades of state support, 
to effectively overcome foreign-exchange constraints, to generate sufficient 
employment and to reduce poverty and inequality, led to reassessments 
of development policies and cooperation. The “basic needs approach to 
development’, for instance, suggested reorienting government intervention 
towards more direct support for employment generation and securing 
access for all to social services (International Labour Organization, 1976). 
Similar approaches emphasized interventions on behalf of the poor to 
reduce income inequality and increase gains from aggregate economic 
growth (Chenery and others, 1974). 

Inequities in the rules and mechanisms for global economic governance 
were seen by some as constituting another key factor accounting for the lack of 
success of the development effort, which perception led to the struggle in the 
1970s for a New International Economic Order (NIEO). Under this banner, 
there were calls for more national policy space for developing countries, 
regulation of foreign direct investment (FDI), international commodity 
agreements to protect the purchasing power of developing-country exports, 
lowering of the costs of technology transfers, more development assistance 
and greater voting power for developing countries in the multilateral 
institutions (Jolly and others, 2004). However, none of these proposals would 
become dominant in actual policy approaches. 

In the meantime, significant shifts took place in the global context. The 
confidence in the dollar’s peg to gold ebbed during the late 1960s, with 
persistent, and widening, United States balance-of-payments deficits and 
with European countries running increasing surpluses while remaining 
reluctant to revalue their exchange rates. This situation also exposed the 
inherent weakness of a global reserve system effectively linked to the 
national currency of just one country (see chap. V). The system of fixed 
exchange rates and capital controls was abandoned, but the dollar standard 
in effect remained. Exchange rates were allowed to float—or not—by 
country choice and major countries agreed to hold dollar reserves in the 
United States. 

The lifting of many restrictions on cross-border financial transactions 
led to a surge in private capital flows, including to developing countries. 
As real interest rates were low in the period of high inflation of the 1970s, 
international borrowing from private sources, lending banks in particular, 
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became an attractive external financing option for governments in many 
developing countries, especially middle-income countries, compared with 
aid flows and multilateral bank lending which were often subject to restrictive 
policy conditions. As private capital flows proved strongly pro-cyclical and 
as borrowing conditions abruptly changed at the end of the 1970s, many 
developing countries ended up saddled with unserviceable debts. 

The debt crisis had come to be perceived as another failure in the 
development effort, reflecting unsound fiscal management and failure 
to create dynamic export sectors which could have kept debt service- 
to-export ratios within sustainable bounds. Influenced by these events, 
another, diametrically opposite approach—commonly referred to as 
the “Washington Consensus’, inasmuch as it reflected the policies of the 
multilateral institutions and decision makers based in Washington, D. C. 
(Williamson, ed., 1990)—gained prominence in the 1980s and 1990s. This 
view held that governments distorted markets through their interventions 
and poor management of public finances and, consequently, argued for 
a reconsideration of the role for governments in managing economic 
development. In this context, development policies would need to become 
more concerned with macroeconomic stability and to rely much more on 
deregulated markets and private initiative, not only in productive activities 
but also in the provisioning of social services. The market reforms would 
be conducive to “getting the prices right” and provide the necessary 
incentives for businesses and households to improve efficiency and invest 
in a better future. Different levels of success in achieving development 
were no longer explained by differences in initial conditions, but rather by 
whether the right policies (market-friendly, fiscally sound) or the wrong 
ones (interventionist) had been conducted. 

Sustained rapid economic growth in a number of countries in developing 
Asia was held up in the 1980s and 1990s as exemplifying the success of 
the market-oriented, export-led development strategies advocated by the 
Washington Consensus. In reality, however, the development policies 
behind these growth successes, especially in their early stages, resembled 
much more the recipes associated with the dirigiste paradigm of early 
development thinking and were not unlike the policies that had, in earlier 
times, promoted modern development in Western Europe and Japan. These 
development policies involved, inter alia, agrarian reforms, investments 
in human capital, selective trade protection, directed credit and other 
government support for developing industrial and technological capacity 
while exposing firms gradually to global competition. 
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Many other developing countries were strongly hit by the debt crisis and 
had to turn to IMF and the World Bank for structural adjustment loans 
which came attached with strict conditionality regarding fiscal adjustment 
and the initiation of market-oriented policy reforms. Trade liberalization 
and capital-account liberalization were key components of the reforms. 
Together with a further lifting of remaining restrictions on cross-border 
capital flows, this approach set off a new wave of growth in private capital 
flows to developing countries and further strengthened the trend towards 
production within global value chains. 

The advance of deregulated financial globalization and the pro-cyclical 
nature of private capital flows also enhanced the risk of financial crises— 
crises witnessed by many emerging market economies during the 1990s 
and 2000s. As these crises inflicted hardly any hurt on the economies of 
developed countries, many analysts determined their cause to have been 
the policy mistakes made by the governments of the (Asian and Latin 
American) countries affected. The crises served to expose the limited 
capacity of IMF to signal the risks whose build-up could lead to financial 
crises, as well as its limited lending capacity and consequent inability to 
come to the rescue when a crisis of significant magnitude did strike. 
Developed-country governments, especially that of the United States, had 
to contribute resources in an ad hoc fashion to make up for this deficiency. 
Few saw the emerging market crises as evidence of growing systemic risks 
with potentially global repercussions and of the need for a fundamental 
reform of IMF to enable it to fulfil its function as guardian of the financial 
stability of the global economy (De Gregorio and others, 1999). Although 
IMF did move to strengthen its early warning information system, little else 
was done to build in better safeguards against financial crises. 

In fact, after the Asian crisis of the late 1990s, further measures were 
taken to liberalize financial sectors worldwide, giving greater scope to 
financial innovation and permitting high leverage ratios. Successful Asian 
exporters with large trade surpluses had already been accumulating dollar 
reserves on an increasing scale before the financial crises in their region, 
and continued on an even larger scale thereafter, motivated in part by 
the desire to provide greater self-insurance against future external shocks 
and crises. The reserve accumulation undervalued the currencies of the 
countries concerned, contributing to widening trade deficits in the United 
States, while at the same time helping to finance those deficits. Asian trade 
surpluses were thus recycled through the financial system in the United 
States which recycled portions back again to emerging market economies 
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in the form of cross-border financial investments. This dynamic helped 
keep inflation and interest rates down worldwide and contributed to strong 
global growth during much of the 2000s. At the same time, however, it also 
inflated asset bubbles, induced excessive risk taking in financial sectors and 
was conducive to widening global imbalances, thereby planting the seeds of 
the global financial crisis of 2008. 

The World Trade Organization (within which the GATT was subsumed 
in 1995) became the most substantial addition to the mechanisms of global 
economic governance during the period of the 1990s. The World Trade 
Organization moved towards setting tighter common rules designed to 
reduce barriers to international trade. Under the World Trade Organization, 
trade negotiations were broadened to encompass issues of importance 
to development prospects, such as trade in agricultural products heavily 
subsidized by developed countries; and some types of industrial policy 
for development, especially for the poorest countries, were permitted. 
While the World Trade Organization has become a near universal body, 
negotiations under the so-called Doha Round have stalled not only owing to 
disagreements over the issue of creating more space for developing countries 
to enable them to use subsidies and other measures in support of the build- 
up of their export industries, but also because of the question how to level 
the playing field for developing countries in respect of intellectual property 
rights so as to ease their access to technology, among other controversial 
areas. Meanwhile, a proliferation of economic partnership agreements and 
bilateral and regional free trade agreements has been complicating the 
multilateral trading system and generating inconsistencies, thus making 
achievement of a fairer trading system all the more challenging. 

Adopted by the United Nations General Assembly at the turn of the 
new century, the United Nations Millennium Declaration conveyed 
the rediscovery of the insight that market-based growth strategies were 
insufficient by themselves to solve the problem of widespread poverty 
and that well-functioning institutions and effective social policies were 
needed to ensure adequate provisioning of health care and education 
and to prevent the social exclusion of many. The decision to put Poverty 
Reduction Strategy Papers (PRSPs) at the centre of debt relief initiatives 
for the poorest countries was a reflection of the same insight. Nonetheless, 
trade and financial liberalization and fiscal prudence remained central 
to policy reforms in developing countries and the policy conditionality 
attached to multilateral lending. Policy shifts were more visible in the social 
arena, as reflected in greater priority for education and health spending, 


Rethinking global development e 15 


the introduction of innovative cash transfer programmes and support for 
microfinance schemes. Despite the existence of a broader development 
strategy as embodied in PRSPs, these social policy changes were often 
not well coordinated with economic policies. Macroeconomic policies, 
for instance, remained, for the most part, narrowly focused on price 
stabilization and fiscal consolidation, thereby constraining the required 
scaling up of Millennium Development Goals-oriented spending and/or 
failing to protect employment during economic downturns. 


WHERE DO WE GO FROM HERE? 


The experiences of the past decades have shown that there are no simple 
recipes for development success. Clearly, none of the dominant paradigms 
within the realm of development thinking that have emerged over time can 
take credit for having served as a blueprint for successful development. 
What worked in certain past contexts may not work equally well elsewhere. 
For one thing, the world has become increasingly integrated and the space 
available to countries for jump-starting their development in relative 
isolation has become commensurately smaller. As explored in chapter IV, the 
expanding role of FDI and global value chains in driving world production, 
trade and technology development has resulted in a limiting of the scope 
for the wielding of old-style industrial policy instruments by national 
governments; and multilateral trading rules have imposed restrictions on 
domestic support measures for developing export industries. Further, freely 
flowing private capital flows have made macroeconomic stabilization much 
more challenging. Rules for intellectual property rights and quality standards 
have increased the cost for many developing countries of absorbing new 
technologies, becoming globally competitive and introducing greener 
production processes to combat and adapt to climate change. This does not 
mean that there is no policy space at all but, rather, that the narrowed scope 
in this regard is posing much greater challenges to policymakers today. 

As global food, energy and financial crises have exposed the systemic 
flaws inherent in the functioning of deregulated global markets, a tide 
has turned with regard to thinking about public policies. By intervening 
in the ways required by the crises, governments have dealt a blow to the 
conventional wisdom underpinning the Washington Consensus. Their 
actions have led to a reassessment both of the role of the state in driving 
national development processes and of how national policies should be 
coordinated at the regional and global levels in order to engender outcomes 
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consistent with objectives of global financial stability, shared prosperity and 
sustainability of the world’s natural environment. 

The present set of institutions and rules for managing the world economy 
were established more than 60 years ago. Since then, the world has changed 
beyond recognition while the mechanisms for achieving global economic 
governance have either changed little or adapted but slowly. 

Because of the complexity and interconnectedness of today’s global 
challenges, a new balance must be found between international rules- 
setting and the provisioning of global public goods, on the one hand, and 
the creation of the space needed by nations to determine their own destiny, 
on the other. Striking such a new balance will not be easy: it will require 
a new kind of thinking and the striking of a new balance as well between 
decision-making processes at the national level and those at the global level. 
Retooling global development along these lines is the main theme of this 
book. We do not pretend to offer a blueprint but aim instead at presenting 
ideas that could become the basis for a new, coherent “toolbox” designed to 
guide development policies and international cooperation. 

The chapters that follow address issues of coherence and incoherence 
among the different spheres of operation of multilateral rules and 
mechanisms for global economic governance and between global and 
national development objectives. 

Chapter II provides an overview of the evolution of development 
thinking, focusing in particular on the shifting paradigms regarding how 
best to achieve poverty reduction and higher levels of human development. 
We elaborate seven lessons from successful development experiences 
that suggest that national policies will need to seek a high degree of 
coherence which cuts across policy areas. The lessons also suggest that the 
objective of achieving human and sustainable development will need to 
be mainstreamed into macroeconomic, sectoral, labour-market and social 
policies. Effectively implementing such national sustainable strategies 
will not be feasible without an enabling global environment. Low-income 
countries with limited access to other sources of financing, especially, will 
need the support of stable and predictable flows of development assistance. 

Chapter III demonstrates how the international aid architecture has 
become increasingly fragmented and, presumably, less effective over time. 
Our analysis suggests that resolving these shortcomings may require going 
beyond the commitments set out in the 2005 Paris Declaration on Aid 
Effectiveness in order to put recipient countries much more securely in the 
driver's seat and align development assistance much more explicitly behind 
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national development strategies. This would enable the aid architecture 
to become needs-oriented and could also facilitate alignment of official 
development assistance (ODA) with other sources of development 
financing in a more predictable manner, including through the use of trust 
fund mechanisms. 

Chapter IV describes the progress that has been made since the 1990s 
in setting common responsibilities within the framework of the multilateral 
trading system, while emphasizing that insufficient attention has been paid 
to the differentiated responsibilities of those economies that have more 
limited capabilities for gainfully integrating into the global trading system. 
Broadening participation in global trade will require a fair multilateral 
trading regime, one that provides poorer countries with space for building 
domestic production capacity and pursuing sustainable development 
goals. It will also require significantly improving the access of developing 
countries to technology, to the point where it is comparable with the access 
that they have provided to their markets. 

Just as significantly, that trading regime will have to resolve key instances 
of incoherence with other frameworks for global governance and economic 
cooperation, including the plethora of regional and bilateral free trading 
agreements, multilateral trading rules and multilateral environmental 
agreements (especially those on climate change) and rules on trade 
in services and international regulatory reforms and international tax 
cooperation. One may question whether, in the latter two areas, the World 
Trade Organization should be a prime mover or whether, instead, the main 
competency should lie eventually with specialized environment frameworks 
and an international financial authority. 

Chapter V analyses the fundamental shortcomings in the international 
financial architecture that were contributory to the present global financial 
crisis and suggests five key areas where fundamental reform is needed in 
order to create a system that will be more stable and conducive to sustainable 
global growth. The key areas encompass new mechanisms of international 
financial regulation; international tax coordination; international liquidity 
provisioning and compensatory financing; mechanisms for multilateral 
surveillance and effective macroeconomic policy coordination; and 
the global reserve system. Several of the proposed reforms are under 
consideration, including at the level of the Group of Twenty (G-20) and 
the policymaking bodies of the Bretton Woods institutions themselves. Our 
analysis suggests, however, that the reforms in all these areas will need to be 
conducted simultaneously in order to be effective. 
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Chapter VI discusses the challenges of achieving a fairer and sustainable 
process of global development. Reshaping rules and seeking greater policy 
coherence are easier said than done. Players will need to agree on common 
global sustainable development goals that are to be pursued and will also 
need to be convinced that cooperation would serve present and future 
generations and provide net benefits for all. It will be important to establish 
a pattern of burden-sharing in which the benefits conferred by the public 
goods are or are perceived to be evenly distributed. Equally important is the 
need to overcome democratic deficits in current decision-making within 
the key organizations of global economic governance, such as IMF and the 
World Bank, and to eliminate inequities in access to participation in other 
bodies, such as the World Trade Organization. 

The chapter goes on to assess whether the proposals for retooling the 
existing aid, trade and financial architectures are in and of themselves 
enough to overcome the shortcomings inherent in the present system. It 
concludes that the current compartmentalized mechanisms are not enough. 
In order to eliminate conflict among the proliferating rules governing 
trade, aid, debt, finance, and other development issues, global economic 
coordination must be strengthened. 

The eminent economist Sidney Dell came to the same conclusion a 
quarter of a century ago when he noted the need to establish an international 
agency to deal with global questions of inconsistency regarding economic 
policy (Dell, 1985, p. 19). A decade later, a proposal for a reformed United 
Nations Economic and Social Council to assume this directive role received 
modest support. 

Today, the global economic crisis provides painful evidence of the 
weaknesses of the present system. At the same time, climate change 
and demographic shifts demand greater coherence in regard to global 
governance and decisions made at the global and national levels. The need 
to establish a framework for international coordination, based on shared 
principles and buttressed by transparent mechanisms, has become more 
urgent than ever. 


Chapter II 
Retooling poverty reduction strategies 


S. NAZRUL ISLAM, MANUEL F. MONTES, AND Ros Vos 


SEE-SAW MOVEMENTS IN THINKING ABOUT POVERTY 


While it was always an underlying aspiration, poverty reduction was not an 
explicit direct goal of initial development programmes. Rooted in modern 
growth theory which dominated early development theory, development 
policies of the 1950s and 1960s focused on promoting modern industrial 
development to accelerate overall economic growth. Industrial growth was 
supported through trade protection, cheap credits and subsidies and large- 
scale public investments in infrastructure. Output growth was expected to 
“trickle down” to the entire population and reduce poverty through rising 
wages and employment generation, even if initially poverty reduction might 
not be commensurate with the rate of output growth, as rising income 
inequality was expected to be an inevitable, although temporary side effect 
of industrialization. Capital productivity growth would lead to rising profit 
shares and allow for higher savings to finance domestic investment. Over time, 
at higher levels of development, gains from growth would be shared more 
broadly with faster real wage growth and dynamic employment expansion.' 
In practice, however, job creation under the industrialization strategies 
proved to be rather unsatisfactory in many developing countries, as biases 
in policy incentives favoured the adoption of capital-intensive technologies 
(imported from developed countries). In many instances, new industries 
also tended to rely more heavily on imports than on inputs provided by 
other domestic sectors, thereby limiting the coming into play of employment 
dynamics through inter-industry linkages. Furthermore, the focus on 
industrialization led to an urban bias and a relative neglect of agriculture, 
despite the fact that most of the population would depend on agriculture 
for employment and income. It should be noted that such downsides were 
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not present in all early development experiences. The newly industrializing 
countries of East Asia also relied on import substitution and imported 
technologies at the initial stage of their development. However, unlike those 
in Latin America and Africa, their industrial policies tended to be more 
selective and oriented towards the building of export competitiveness and the 
creation of domestic linkages, while raising agricultural productivity, which 
was a central policy objective in the early stages. As a result, these countries 
achieved a much more integrated growth and development outcome.” 

Because employment growth and poverty reduction stayed below 
expectations in most developing countries, mainstream development 
thinking moved away from the trickle down approach and put greater 
emphasis on targeted interventions for employment generation, redis- 
tribution of income and investment in human capital. In large parts of 
Asia and Latin America, the previous neglect of the agriculture sector 
was redressed through the so-called green revolution, aimed at increasing 
land productivity through use of high-yielding varieties of crops and other 
modern inputs (such as mechanized irrigation, chemical fertilizers and 
insecticides). In some instances, the green revolution also helped increase 
rural employment, as the new technology required more labour, especially 
on small-scale farm units. This was much less the case in situations where 
mechanization set in. New paradigms emerged such as the “redistribution- 
with-growth” and “basic needs” approaches that brought employment— 
people and human needs—back to the centre of development strategy. In 
these approaches poverty reduction not only became an explicit goal of 
development, but also came to be seen as a means to accelerate growth. 

To be sure, neither the basic needs nor the redistribution-with-growth 
approaches ever became dominant in actual policy practices. Many countries 
continued to push for modern industrial growth but started at the same time 
to put more emphasis on agriculture, for example, by introducing green 
revolution and other agrarian reforms, to increase government subsidies for 
basic needs and to invest more in social development. In some cases, where a 
basic needs-type strategy had been implemented in practice, as in Sri Lanka 
in the 1970s, it was seen (by some) to hamper growth by de-emphasizing 
investment and industrial development (Grindle, 2010). In other cases, 
generous subsidies and expanding government spending led to widening 
fiscal deficits and, together with adverse external factors, to mounting 
external debt burdens which proved unsustainable in the early 1980s. 

Perceived failures in state interventions led to the emergence of a new 
growth orthodoxy in the 1980s. This orthodoxy, which eventually came to 
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be referred to as the Washington Consensus, laid strong, if not exclusive, 
emphasis, on market mechanisms as the main vehicles for achieving prosperity. 
The activist government policies of earlier development strategies were seen as 
having been faulty and, in many instances, steered by rent-seeking behaviour 
of government officials rather than as having served development objectives. 
Industrial protection and subsidies for many basic needs were perceived as 
distorting the proper functioning of markets, hampering not only output and 
employment growth, but also efficiency in the delivery of social services and 
poverty reduction. Industrial policies were to make way for trade liberalization, 
subsidies for basic goods and public utilities were to be eliminated, directed 
credit schemes were to make way for deregulated financial intermediation, 
and social services were to be properly priced through the introduction of 
user fees or private delivery systems. Equity and poverty reduction once 
again became aspirations, that is to say, indirect goals of development policies. 
Inasmuch as stabilization policies and market reforms came with visible 
social costs, compensatory social policies (including emergency employment 
programmes, social investment funds and other targeted poverty reduction 
programmes) were introduced in the 1990s, often with heavy support from the 
international community. This reflected the recognition by the Washington 
Consensus that markets would not immediately resolve the severest equity 
and poverty problems. However, by and large, the focus remained on aggregate 
growth, to be achieved primarily by relying on markets. 

Disappointingly, the market reforms did not produce the expected 
sustained and strong output growth (Ocampo, Jomo and Vos, 2007), let alone 
significant poverty reduction. Moreover, in most instances, the elimination 
of subsidies, introduction of user fees and privatization of services did not 
prove to be particularly successful in either reducing costs or enhancing 
the coverage of social service delivery. By the end of the 1990s, these 
disappointing outcomes had led to a rethinking of development goals and 
strategy. The focus shifted once again back to defining poverty reduction 
as an explicit goal, rather than as an implicit or indirect one. Through the 
adoption of the United Nations Millennium Declaration by the General 
Assembly on 8 September 2000,’ the United Nations introduced a concrete 
set of development targets embodied in the Millennium Development Goals 
(MDGs). Poverty reduction was featured as the first and pre-eminent goal. 
At the end of the 1990s, the World Bank and the International Monetary 
Fund had incorporated a linkage between market-oriented structural 
adjustment policies and the poverty agenda within the revised framework 
for the heavily indebted poor countries (HIPCs), making the formulation 
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of Poverty Reduction Strategy Papers (PRSPs) a precondition for the receipt 
of debt relief under the HIPC Initiative. 


FRACTURED CONSENSUS AND LITTLE POLICY COHERENCE 


The MDGs reintroduced poverty reduction and other human development 
objectives and placed them at centre stage, which was a significant 
development. However, the Goals, per se, do not encompass any particular 
strategy for achieving those objectives. For instance, while productive 
employment creation is generally considered a main vehicle for poverty 
reduction, targets for the creation of decent employment were not initially 
part of the MDG agenda; employment indicators were introduced only 
after 2005.* The goals provide no more than a set of targets, which, though 
they may provide a focus for a coherent strategy, do not as such offer any 
guidance on what combination of policies would be most effective in 
fostering the simultaneous achievement of the MDGs. In the absence of any 
well laid out strategy, the focus of the implementation of the MDG agenda 
has often been on raising budgetary allocations for education, health and 
other basic social programmes. 

The PRSPs came closer to embodying the concept of an integrated 
national development strategy with an explicit focus on poverty reduction 
and achievement of the other MDGs. They were meant to be comprehensive 
and ensure greater coherence between economic and social policies and to 
serve in positioning donor support behind a nationally defined develop- 
ment strategy. However, PRSPs have been criticized for failing in practice 
to make macroeconomic, trade and financial policies integral and explicit 
parts of a strategy aiming to generate sufficient productive employment, 
reduce poverty and enhance access to social services (Gottschalk, 2005; 
North-South Institute, 2004; Stewart and Wang, 2003; and Vos and 
Cabezas, 2006). Instead, core elements of the Washington Consensus, 
including orthodox macroeconomic stabilization policies and liberalized 
trade and domestic finance, have remained preconditions for qualifying 
for debt relief and bilateral and multilateral donor support. In cases where 
those conditions meant imposing strict fiscal requirements or where trade 
liberalization failed to support employment creation and reduce income 
inequality, PRSPs turned out to be more a set of compensatory social 
policies constrained by external pressures related to fiscal consolidation 
than examples of coherence over the broader range of development 
policies. In practice, such macroeconomic constraints have been found to 
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set ceilings capping MDGs-motivated public spending, even when direct 
funding for such purposes would have been available from external donors. 
This has reportedly led to instances where donor aid was redirected towards 
an increase in international reserves or not disbursed at all, despite the 
existence of domestic needs and the ability of the government to absorb 
it.’ This example illustrates incoherence between national development 
objectives and international policy agendas. 


THE POVERTY CHALLENGE REMAINS DAUNTING 


It is likely that lack of policy coherence has slowed progress in poverty 
reduction. Using the new international poverty line of $1.25 per person per 
day in 2005 purchasing power parities (PPPs), as defined by the World Bank, 
1.3 billion people, representing about 24 per cent of the developing world’s 
population, lived in poverty in 2005 (United Nations, 2012, figure II.1). There 
are, however, large regional variations in the poverty trends (see figures II.1 
and II.2). The incidence of poverty is still highest in sub-Saharan Africa, 
where almost half of the population (48 per cent) was found to be poor in 
2008. Poverty also remains deep in South Asia, where 34 per cent of the 
population remained below the extreme poverty line in 2008. By contrast, 
in East Asia and the Pacific, the rate of poverty was 13 per cent; and in Latin 
America and the Caribbean, it was even lower (6 per cent). 

The existence of persistent widespread poverty should not obscure the 
fact that there has beena significant achievement in poverty reduction during 
the past few decades. For example, the total number of poor (according to 
the definition above) had been 1.8 billion in 1990 and 1.9 billion in 1981 
(compared with 1.3 billion in 2008). However, these numbers mask the 
actual progress achieved: the fact that the total size of the population also 
increased significantly during the same time span means that the share of 
the poor in the total population has decreased sharply. For the developing 
world as a whole, the incidence of poverty dropped from 47 per cent in 
1990 to 24 per cent in 2008. The global MDG target of halving the poverty 
incidence between 1990 and 2015 thus appears to have been met ahead of 
the internationally set deadline of 2015. 

However, poverty reduction has been concentrated in specific geo- 
graphical regions (United Nations, 2012). Most of the poverty reduction 
occurred in East Asia, particularly in China. In China alone, the number of 
the poor decreased from 835 million in 1981 to 173 million in 2008, which 
meant a sharp decrease of China’s poverty rate from 84 to 13 per cent. In 
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Figure Il.1 
Regional trends in poverty, 1981-2008 
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Source: PovcalNet: the on-line tool for poverty measurement developed by the Development 
Research Group of the World Bank. Available at http://iresearch.worldbank.org/PovcalNet/index.htm. 


Viet Nam as well, the decrease in the poverty rate over the same period was 
staggering: from 90 to 17 per cent. Progress in several other countries of the 
region has also been impressive. For the East Asia and Pacific region as a 
whole, the incidence of poverty declined from 77 to 14 per cent during the 
period 1981-2008. 

Poverty reduction has been far less impressive in other parts of the 
world. For example, although South Asia has seen a significant decrease in 
the poverty rate (from 61 per cent in 1981 to 36 per cent in 2008), given the 
increase in population size this means that the absolute number of the poor 
increased from 568 million to 571 million over that period (figure II.1). In 
sub-Saharan Africa, the absolute number of the poor increased from 205 
million to 386 million in the same period, while the poverty rate fell from 
52 per cent in 1981to48 per cent in 1981. 
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Figure II.2 
Global poverty trends by major developing regions and countries 
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Source: United Nations (2009b, figure II.3), based on Chen and Ravallion (2008). 


As a result of these differences in the pace of poverty reduction, the 
regional distribution of the poor has changed significantly. Whereas in 
1981, poverty had been concentrated in East Asia and the Pacific, with 57 
per cent of the world’s poor living in that region, by 2008 the concentration 
of poverty had shifted to South Asia and subSaharan Africa, which now 
account for 44 per cent and 30 per cent, respectively, of the world’s poor. By 
contrast, East Asia and the Pacific now account for only 22 per cent of the 
world’s poor. 

The weak poverty reduction performance in some regions is also 
evidenced by the fact that many people remain very close to the poverty 
line, even though they have managed to cross it. Indeed, the total number 
of the poor in 2008 increases to 2.5 billion when an income threshold of 
$2.00 per day is used, which indicates that there were 1.2 billion people with 
an income per capita of between $1.25 and $2.00 per day and that, using 
the $2-a-day poverty line, almost half (47 per cent) of the population in 
developing countries would be considered poor. 
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The presence of a vast number of people living just above the $1.25 
poverty line implies that a large number of them risk being pushed down 
below the official poverty line (used for the purpose of monitoring MDG1) 
by negative income shocks, as was the case in many East Asian countries as 
a result of the Asian financial crisis. In Indonesia, for example, the poverty 
rate increased from 15 per cent in mid-1997 to 33 per cent by end-1998, thus 
pushing about 36 million more people below the poverty line and wiping out 
a large part of the gains in poverty reduction achieved in previous decades.° 
Thus, a large number of people remain vulnerable to poverty even though 
their present incomes may be higher than the international poverty line.’ 


LESSONS LEARNED FROM POVERTY REDUCTION STRATEGIES 


What are the main factors that determine the success of growth and poverty 
reduction strategies? Theories of development have often tried to point 
out specific factors and identify the main obstacles, which have changed 
over time. Development policies and foreign assistance programmes 
were then designed to overcome capital, infrastructure and/or foreign- 
exchange constraints, through addressing inequalities in asset or income 
distributions, investing in human capital, strengthening social protection 
systems and improving governance and market institutions. 

Yet, country contexts differ and history has taught that there exist many 
pathways to overcoming obstacles to development. The more successful 
countries, however, have not been those that followed strategies focusing on 
overcoming a single major constraint, but rather the ones able to effectively 
find a degree of coherence among different levels of development policy 
effective enough to usher in the conditions necessary for poverty reduction. 
The main determinants in the more successful cases are discussed below. 
While they do not necessarily constitute a blueprint for guaranteed success 
in other contexts, they do provide lessons on how to tailor development 
strategies to national requirements. 


Lesson 1: Distribution matters 


Experience shows that, while rapid aggregate growth makes possible 
a reduction in poverty, the extent to which such a potential is realized 
depends upon income distribution. In their study of several developing 
economies, Besley and Cord (2007, p. 1) note that “[g]rowth is less efficient 
in lowering poverty levels in countries with high initial inequality or in 
which the distributional pattern of growth favours the non-poor”. 
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Thus, both equality of initial endowment distribution and equality of 
distribution of current income are important for poverty reduction. However, 
initial equality may be more important, for if growth proceeds from an initial 
egalitarian distribution, then it has a greater poverty reduction effect. This has 
been borne out by countries that have proved successful in reducing poverty 
despite rising income inequality during periods of growth acceleration, 
with China being the most prominent example, along with Viet Nam. Close 
scrutiny shows that the acceleration of growth in these countries had its roots 
in a relatively egalitarian initial distribution of assets. Of course, the poverty 
reduction effect of rapid growth is greatest when both initial and current 
inequalities are relatively low, as was the case, during their early development 
stages, of other East Asian countries and areas such as the Republic of Korea 
and Taiwan Province of China. Their experience also shows that it may not be 
necessary for inequality to first rise with development before falling, thereby 
contradicting the Kuznets hypothesis of an inverted U-shaped relationship 
between income level and degree of inequality. 

A major factor behind the initial egalitarian asset distribution in East 
Asian countries and areas was land distribution. The Republic of Korea 
undertook sweeping land reform during 1945-1950, as did Taiwan Province 
of China in the 1950s. China undertook radical land redistribution in the 
years prior to and after the 1949 revolution. Viet Nam carried out land 
reform in its northern part during 1953-1956 at the time of the Viet Cong’s 
rise to power (in 1954). As a result of these reforms, the vast majority of the 
population of these three countries and area became endowed with physical 
capital in the form of land.® 

Possession of land and other earning assets allows more people to benefit 
directly from the output that can be produced, using, in the case of land, 
even existing technology. Often, with additional government support, 
wider ownership has also facilitated the broader application of “modern 
inputs’, such as chemical fertilizers, high-yielding seeds, irrigation systems, 
storage, marketing and so on. 

The obstacles to the implementation of an egalitarian distribution of 
assets through redistribution of physical assets are well known. The above- 
mentioned East Asian examples show that successful redistribution of land has 
been possible only in wake of victories in war, decolonization or revolution. 
Under ordinary conditions, such redistribution proves difficult owing to the 
political barriers encountered. However, recent experiences have shown that, 
even under such ordinary conditions, redistribution of assets, if it is properly 
designed with adequate compensation and incentives, can still be carried out." 


28 e Retooling Global Development and Governance 


Lesson 2: Investment in human capital matters 


It may not be entirely fortuitous that East Asian countries proved more 
successful than countries elsewhere at achieving growth and poverty 
reduction, since in addition to the attainment of egalitarian physical 
asset distribution (through land reform), they also put great emphasis 
on education (Cummings, 1995; Booth, 1999). The recent experience of 
some Latin American countries, which have striven to promote education 
through the implementation of innovative targeted programmes, points to 
the importance of education in reducing inequality and poverty. Cornia 
(2010), for example, notes that the rise in enrolment rates at all education 
levels since the early 1990s contributed to a significant fall in inequality in 
Latin America during the 2000s. He further indicates that two thirds of the 
observed reduction in per capita income inequality and poverty in Brazil 
between 2000 and 2006 was due to narrowing wage gaps among workers, 
which in turn had resulted from lower levels of inequality in education. 

Although cross-country studies show a weak impact of investment in 
human capital on long-term growth, they emphasize that the findings may 
underestimate the true impact, because of problems with regard to data 
accuracy, model specifications and estimation techniques (Benhabib and 
Spiegel, 1994; Bils and Klenow, 2000; United Nations, 2006b; and Pritchett, 
2001). The findings also contrast with much more robust evidence of the 
positive impact of education on output provided by the significant wage 
premiums for education as earned in the labour market. Based on his review 
of the research, Glewwe (2002) reports positive labour income effects of skills 
acquired through schooling. Global integration has amplified such wage 
premiums. With the rising role of science and technology in actual production 
processes, the importance of education and skills is likely only to increase. 
Education also enhances a person's capability to pursue entrepreneurship. 

The acquisition of human capital may also provide a way around the 
difficult problem of achieving a more egalitarian distribution of earning 
assets. Unlike physical capital, human capital cannot be redistributed by 
taking from one and giving to another. For that reason, investing in human 
capital may be more politically feasible than directing more incremental 
income to the poor in order to build up their physical assets.The only way 
to ensure an equitable distribution of human capital is to allow more people 
to attain that capital through education and training. 

Moreover, education also helps the poor in indirect ways through 
enhancing their access to public goods and resources and to the socio- 
political and decision-making processes. Education, particularly of females, 
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has also proved to be helpful in altering fertility behaviour and facilitating 
a demographic transition even at a low income level. Smaller family size, 
in turn, makes it easier to save and accumulate both physical and human 
capital. Thus, a virtuous cycle can flow from investment in human capital. 
Thomas (1999), in a study of women in South Africa, finds a strong and 
statistically significant negative correlation between years of schooling and 
number of children born, even after controlling for potential confounding 
variables, as does Oliver (1999) in his study of women in Ghana. 


Lesson 3: The pattern of growth matters 


Although early thinkers on development emphasized that growth and develop- 
ment are generally associated with structural transformation of the economy, 
empirical studies have found that more dynamic economic growth (and poverty 
reduction) are associated with transformations arising from rapid agricultural 
productivity growth and industrial growth built on strong backward and 
forward linkages across sectors (Chenery, 1986; United Nations, 2006b). 

For example, East Asia, the region most successful in poverty reduction, 
also witnessed the most dynamic pattern of structural change. In China, for 
example, between 1970 and 2003, the share of manufacturing and mining in 
overall output increased from 28 to 60 per cent, while the share of agriculture 
dropped from 49 to 12 per cent, following a push in agricultural productivity 
and the development of diversified industries. By comparison, South Asia 
showed less dynamism, with its share of manufacturing and mining peaking 
in the 1990s to 22 per cent (compared with 14 per cent in 1970). Sub-Saharan 
Africa achieved little structural transformation, with agriculture continuing 
to be the mainstay of the economy. Many countries of Eastern Europe and 
the former Soviet Union even experienced deindustrialization during 1990s, 
with the share of manufacturing falling; they also experienced increases in 
poverty during that period. Thus, there is a clear association between success 
in structural transformation and success in poverty reduction. 

Growth is generally associated with structural transformation in part 
because demand for agricultural products is of a relatively limited nature. 
Thus, a growing economy has to have larger shares of non-agriculture 
sectors. Additionally, the scope for technological innovation and 
accompanying productivity increase is much greater in non-agriculture 
sectors (in particular industry). The question is why certain countries 
succeed in bringing about dynamic structural transformation and what 
other countries can do to emulate them. 
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All developing countries that have witnessed sustained successful econo- 
mic growth since 1960 used active industrial policies to support the economic 
diversification and technological upgrading of their economies. These policies 
involved a significant degree of coherence among supportive macroeconomic 
policies, (selective) infant industry protection, export subsidies, directed 
credit schemes, local content rules and large investments in human capital, as 
well as strategic alliances with multinational companies. Support measures 
were often clearly tied to specific export performance criteria. Further, these 
policies provided the basis for dynamic structural transformation, which 
also proved successful in taking advantage of globalization. 

Economic growth in these cases was founded on sustained increases in 
labour productivity and labour movement from low- to high-productivity 
sectors. Importantly, labour also moved to modern service sectors showing 
significant productivity improvements, which allowed for continuous real 
wage increases and substantial poverty reduction over time. In the regions 
with low growth performance, the employment shift to the service sector 
has been even stronger. In contrast with those of Asia, the service sectors in 
sub-Saharan Africa, Latin America and many of the transition economies 
have shown declining productivity as many workers sought employment 
in informal service activities for a lack of job creation in other parts of the 
economy (Ocampo and Vos, 2008). This was not conducive to significant 
poverty reduction, involving instead the shifting of part of the poverty 
problem from rural to urban areas. Dynamic structural change therefore 
involves strengthening economic linkages within the economy and ensuring 
productivity improvements in all major sectors. 

Thus, whether or not growth is pro-poor depends on the pattern of 
growth in terms of sectoral composition and technological characteristics." 
An approach that begins with improving agricultural productivity and 
labour-intensive industrialization helps to create more employment 
opportunities for the poor and to raise their income. However, it is only 
dynamic structural transformation and investment in human capital that 
can enable labour to climb up the technological ladder and thereby move 
to higher-productivity industries, earn higher wages and lift their families 
out of poverty. 


Lesson 4: Agriculture and rural development matters 


Strongly increasing agricultural productivity has been the common 
starting point of successful strategies directed towards dynamic structural 


Retooling poverty reduction strategies e 31 


transformation. Indeed, Chinas growth acceleration began in the late 
1970s with agricultural reform that sharply raised productivity and freed 
significant amounts of labour and savings for industrial development. 
While China’s agricultural reform is generally known more for the shift 
from collectivistic farming to household farming, in actuality the reform 
was a more broad-based package, including the lifting of price controls on 
agricultural products, institutional support to the marketing of farm output, 
and government support for the use of modern inputs such as fertilizers and 
high-yielding varieties of seeds, among others (see United Nations, 2006b, 
chap. V). Similarly, in their early stages of development, the Republic of 
Korea, Taiwan Province of China and, more recently, Viet Nam combined 
land reform with a range of other support measures to boost agricultural 
productivity. These experiences also point to the importance of policy 
coherence. Clearly, none of these policies would have been as successful in 
isolation as it was as the result of having been formulated and implemented 
together with the others. 

By contrast, the agricultural sectors in many countries in sub-Saharan 
Africa and South Asia, received little effective policy support; as a result, 
agricultural productivity growth has been weak at best and the sector 
continues to provide employment to the major share of the workforce. 

Most of the poor in developing countries live in rural areas and depend on 
agriculture for survival. Hence without the achievement of a breakthrough 
in agriculture, it is almost impossible to make significant progress in poverty 
reduction. Neglect of the agricultural and rural economy makes it difficult 
to reduce even urban poverty, because it results in the flocking of the 
rural poor and unemployed to the cities. By contrast, a rise in agricultural 
productivity can both generate economic surplus and release the labour 
needed for industrial development. 


Lesson 5: Integration in the global economy: the means matter 


Increased integration into the world economy seems to have widened 
the divergence in growth performance among countries. Trade can help 
stimulate growth, but in this regard, it is a matter not so much of how much 
countries export, but rather of what they export. Faster overall economic 
growth driven by trade is associated with more dynamic export structures, 
which are characterized by an export mix that not only allows countries 
to participate in world markets with products having greater growth 
potential (most often high-tech products with a high income elasticity of 
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demand) but also helps strengthen productive links with the rest of the 
domestic economy and generate increased value added for a wider range of 
services and products. The East Asian countries managed to diversify their 
economies in this manner whereas the slower-growing developing countries 
relied on export activities that had less value added and were rooted in a 
less integrated domestic economy. Many of these countries remain heavily 
dependent on exports of primary commodities and have lost market shares 
in world trade. They also have suffered from larger adverse trade shocks 
as primary commodity prices have been more volatile than those of other 
export products (United Nations, 2008). 

Thus, sudden across-the-board globalization may not produce the 
desired results, inasmuch as an economy needs time both to diversify and 
to transform its current structure: what was possible under previous tariff 
conditions must be made compatible with globalization. Yet, diversifying 
into high-technology exports may not be an immediately feasible option 
for many developing countries. Low-income countries typically lack 
adequate basic manufacturing capacity, infrastructure and human capital, 
as well as the international trading capacity needed to develop such 
dynamic export activities. 

These countries do have some capacity to compete in world markets 
for primary goods and would need to consider industrial strategies 
for diversifying exports so as to include processing natural resource- 
based products and other light manufactures. Even so, building up new 
comparative advantages through promotion of backward linkages will be 
crucial. Even if backward linkages are initially absent, concerted efforts 
can help in developing such linkages over time, as the East Asian newly 
industrializing economies demonstrate (Wade, 1990). In fact, emphasis on 
backward linkages is often necessary even for the very survival of the current 
lines of production. For example, the experience since the elimination of the 
international quota regime on textiles and clothing suggests that poverty 
reduction through labour-intensive exports is not sustainable without the 
development of backward linkages. In some African countries, clothing 
exports have been wiped out by competition from backwardly integrated 
countries like Pakistan engaged in domestic cotton and textile production 
and those countries that have built up labour skills in specific areas, like Sri 
Lanka with its advantage in producing women’s undergarments (Adhikari 
and Yamamoto, 2007; United Nations, 2006b). 

Thus, when job creation takes place in production enclaves with shallow 
linkages to the surrounding economy, workers and the economy at large are 
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vulnerable to unexpected shocks, and suffer unemployment and recession 
when firms decide to reduce or shift their activities in response to changes 
in perceived global market conditions and production cost differentials 
across developing economies. When social protection mechanisms are 
inadequate, such negative downturns can increase poverty sharply. 

Similarly, the liberalization of capital has made countries vulnerable with 
respect to large surges in capital inflows. These surges often inflate domestic 
asset price bubbles, which may then burst thereby causing sudden capital 
outflows. Capital-account convertibility has also limited the macroeconomic 
policy space for counteracting such booms and busts. For example, sharp 
currency depreciation brought about by the sudden outflow of capital in 
relatively undiversified economies can be contractionary, raising the costs 
of imported basic foods and medicine and pushing them beyond the reach 
of the poor. The beneficial impact of such depreciation on exports may fail 
to materialize owing to the implementation of policies meant to prevent 
the currency depreciation. Similarly, large-scale capital inflows may cause 
the currency to appreciate, thereby harming the country’s exports and 
leading to employment losses and a rise in poverty. Although the rise in 
the real exchange rate may favour the non-tradable sectors, those sectors 
generally suffer from home market constraints and hence cannot serve as 
the engine for a rapidly expanding economy. Also, since they are generally 
characterized by low wages and low productivity, the real wage appreciation 
effect proves not to be particularly high. 

Most importantly, boom-bust cycles tend to affect progress towards 
poverty reduction since employment is generally more strongly affected by 
downturns than output is. Also, recovery of employment from recessionary 
low levels takes much longer than recovery of output does (resulting 
in jobless growth). Using Turkey as his example, van der Hoeven (2010) 
presents evidence showing that economies that experienced a large 
incidence of capital-account crises exhibit a rising rate of unemployment in 
the medium term despite a rising trend in per capita gross domestic product 
(GDP) (figure II.3). He finds similar trends in Brazil and Chile. 

It is perhaps not surprising that most successful East Asian countries 
have generally exercised control over capital flows. Some continue to 
maintain significant government ownership of the banking sector in order 
to have control over capital flows not only across borders but also within 
borders. The contrasting experience of Malaysia and Indonesia during the 
Asian financial crisis shows the importance of retaining control over capital 
flows, as Malaysia did, in order to protect the domestic economy from the 
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Figure II.3 
Turkey: medium-term effects of financial crises on unemployment, 1990-2007 
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Source: van der Hoeven (2010). 


deep recession resulting from sudden large-scale outflows of capital (see 
figures II.4 and II.5). 

East Asian economies, India and some countries of Latin America 
that have proved more successful in adapting to globalization owe part of 
their success to prior diversification of the economy achieved under more 
protectionist regimes. To emulate the success of East Asian economies poses 
a challenge for developing countries when, at present, rules of multilateral 
regulating bodies, such as the World Trade Organization, make protection 
more difficult. Despite their differential treatment, as defined under the 
General Agreement on Tariffs and Trade (GATT) and the Uruguay Round 
of multilateral trade negotiations, developing countries, aside from the 
poorest ones, have in practice had to apply the same rules as the developed 
countries. 

The space for implementing the kind of active production sector 
development policies that involve infant industry protection, export 
subsidies, directed credit schemes, local content rules and other components 
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Figure II.4 
Indonesia: medium-term effects of financial crises on unemployment, 1990-2007 
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has narrowed. It will therefore be necessary for developing countries to make 
better use of the policy space that remains and for international organizations 
to consider expanding the policy space so as to allow more developing 
countries to prepare themselves to succeed in the global marketplace. 


Lesson 6: Social policies and social protection matter 


Social policy making in developing countries has gone through distinctly 
different stages, influenced by changing perspectives on the development 
process and on how best to deal with conditions of poverty, vulnerability and 
income insecurity. In the period between the Second World War and the late 
1970s, social policy was seen as a fundamental part of overall development 
strategy. It consisted of the widespread provision of subsidies on goods and 
services. While rural producers received some subsidies, they tended to 
benefit urban population groups the most, helping to keep wage costs low 
in support of industrial sector development. Urban industrial workers and 
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Figure II.5 
Malaysia: medium-term effects of financial crises on unemployment, 1990-2007 
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those in government services were also the main beneficiaries of expanded 
social security and subsidized and state-provided education and health-care 
services. Various attempts at land reforms did not, for the most part, succeed 
at boosting agricultural productivity, so the needs of the structurally poor, 
especially in rural areas, were a neglected part of social policies. Moreover, 
the provision of subsidies relied heavily on public borrowing. 

With the debt crisis of the early 1980s and fiscal consolidation as part of the 
new macroeconomic policy orthodoxy, social policy underwent substantial 
changes. Instead of being seen as a powerful engine of development, 
subsidies and social transfers were judged too costly, regarded as having 
caused unsustainable fiscal deficits and undermined efficiency. Low growth 
and pressure to reduce fiscal deficits severely restricted new investments 
in health and education.However, social spending as a proportion of the 
budget did not decline in most countries, as the political pressure to sustain 
civil service jobs and wages was considerable. User fees to cover the costs 
of complementary inputs such as books and medicineswere introduced 
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not only to reduce the fiscal burden, but in the belief that they would help 
improve the efficiency and quality of social service delivery. 

Evidence of growing inequality and persistent poverty and vulnerability, 
especially in Africa, Latin America and South Asia, led to the recognition 
that macroeconomic stabilization and structural adjustment programmes 
came at a high social cost.Targeted social programmes were introduced 
to protect the poor from the unfavourable macroeconomic environment. 
These included social emergency and social investment funds that,while 
targeted at the poor, proved to be limited in coverage and unable to adjust 
coverage and benefits in response to macroeconomic shocks (Lustig, 
ed., 1995).In fact, social policy and the overall development and growth 
strategies of many developing countries became totally disconnected. 
Emphasis continued to be placed on fiscal consolidation and social sector 
reforms, including user fees and privatization of education and health 
services and public pension systems. Evidence of the impact of the pension 
reforms on coverage is mixed (Mesa-Lago, 2007; and Vos, Ocampo and 
Cortez, eds., 2008), but it is generally agreed that they did little to provide 
additional protection to the poorest. 

Towards the end of the 1990s, a fourth phase of social policy emerged. 
Many countries saw some recovery of growth and had created greater fiscal 
space for real increases in public spending on broad social programmes. 
Trade liberalization increased the demand for more skilled workers and 
pressures to raise productivity in order for countries to stay competitive in 
global markets. Continued high economic volatility and several financial and 
currency crises during the 1990s, and the failure of social investment funds 
to provide effective protection, gave rise to new forms of social programmes 
which provided the poor and vulnerable populations with incentives to 
invest in human capital. Cash transfer programmes were targeted at the poor 
and not only designed to provide income support but also conditioned upon 
the keeping of children in school and/or visits paid by mothers and children 
to health centres. The programmes also addressed a failure of previous 
education and health policies that focused too much on supply-side issues 
(as in the 1960s and 1970s) or on efficiency and the assumption of adequate 
“willingness to pay” (and, implicitly, ability to pay). Many evaluations show 
the (conditional) cash transfer programmes have indeed helped increase 
school enrolment and the use of health services by the poor, and in this way 
have helped mitigate income insecurity both by investing in education and 
health and by providing income support (Coady, Grosh and Hoddinott, 2004; 
Morley and Coady, 2003; Standing, 2007; de Brauw and Hoddinott, 2008; 
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Fiszbein and Schady, 2009; and Filho, 2010). Such programmes have now 
been implemented in a large number of developing countries, and in several 
cases also include social pension schemes. One evident advantage of these 
programmes is that they are relatively easy to implement, have an immediate 
impact and are affordable, typically costing a few percentage points of GDP 
(United Nations, 2008). This makes them highly attractive politically. 

However, this approach to social policy does not effectively address the 
underlying causes of persistent high poverty and economic insecurity. For 
instance, increased spending on education may help increase schooling 
levels among poor children, but will not raise future income if broader 
economic policies fail to generate sufficient employment and if there are 
no complementary policies that address idiosyncratic determinants of 
economic vulnerability which keep wage returns to some of the poor low. 
Nor will social investments raise incomes if the poor cannot accumulate 
physical and financial capital, or if recurrent economic downturns force 
periodic rundowns of their limited assets. Social policy alone cannot change 
the economic environment or elements in the structure of the economy that 
contribute to poverty and volatile employment and income conditions. 

One can find robust examples of growth achieved through the coordina- 
tion of social and economic policy. In a review of social policy making in 
developing countries, Grindle (2010, p. 12) notes that China’s current 
growth spurt is supported “by the ready availability of a literate and healthy 
labour force” and yielded a longer-term pay-off to early investment in social 
development. She suggests that East Asian countries (the Republic of Korea, 
Singapore and Malaysia) and Taiwan Province of China could be seen as 
“perhaps the best examples of countries that have been able to bring economic 
and social development policies into significant alignment” (ibid., p.13). 


Lesson 7: Institutions and governance matter 


Past experience suggests that success in growth and poverty reduction 
requires capable developmental states. In this sense, there has been a return 
to early development theories which implicitly assumed the existence 
of strong developmental states capable of carrying out the suggested 
coordinated investment programmes. However, times have changed and 
the tasks that are contemplated for developmental states today are much 
more complicated than those conceived in the 1950s. 

It has been widely recognized that developing countries need some 
policy space in order to formulate and implement policies geared towards 
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consolidation and diversification of their economies. However, policy 
space cannot be of much use unless there is a government capable of using 
it. Wade (1990) has documented the important role that states played in 
“governing the market” in the first-tier East Asian newly industrializing 
economies as they went about achieving catch-up growth and poverty 
reduction. In recent years, the role of governments has also been vindicated 
by the experience of Latin America, where government activism has proved 
crucial not only in reducing external dependence and promoting aggregate 
growth, but also in reducing poverty directly through various innovative 
social policies (see, for example, Cornia, 2010). 

At the same time, it is necessary to be alert to the possibility of 
“government failures’, particularly in view of the fact that formulation 
and implementation of policies have been rendered more difficult by 
globalization. While there seems to be agreement about the importance of 
the role of capable developmental states, it is not clear how such states can 
emerge in countries that lack them. Grindle (2010) shows that developing 
countries vary widely with regard to the capability of their states, which 
range from “very capable” to “failing” A major challenge before the 
development community is to find the means through which a “failing” 
state can change into a “capable” one. 


POLICY COHERENCE ON THE BASIS OF A NEW CONSENSUS? 


The formulation of the MDGs represented a great step forward in 
establishing consensus social development goals,however, they do not 
in and of themselves constitute a development strategy. Meanwhile, the 
recent financial crisis and recession have further undercut the validity 
and appeal of the Washington Consensus, resulting in a need to rethink 
appropriate growth and poverty reduction strategies. The broadly agreed 
lessons discussed above provide the ingredients for a new consensus—one 
that supports country-specific national development and poverty reduction 
strategies while requiring an unprecedented degree of policy coherence at 
global and national levels. 

No two countries are alike. A mistake of some of the earlier development 
approaches was to suggest what was almost a common set of policies for 
all countries, leaving little room for variation and customization. “One- 
size-fits-all” often proved to be a straitjacket. Development and poverty 
reduction are path-dependent processes, and the effectiveness of certain 
policies or market-induced changes depends on previous events. Therefore, 
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the formulation of an effective strategy cannot be compared to solving a 
puzzle in one sitting: the pieces need to fall into place dynamically over 
time. The optimal sequence has to be country-specific, and in an uncertain 
world, a good deal of experimentation will be inevitable. 

Most important, fitting things together will require a high degree of policy 
coherence. For such coherence to be achieved, it is necessary to see clearly 
how policies in different areas are linked, both contemporaneously and over 
time. As noted above, for example, policies regarding initial distribution 
of assets are related to those regarding investment in human capital. But 
one must also understand that these policies will not succeed unless 
accompanied by suitable policies regarding prices, credit, infrastructure 
and institution-building. 

Yet globalization and global rules-setting have limited the space for 
conducting national development policies. Hence greater coherence must 
also be sought between policymaking in the national and international 
arenas. There are no blueprints on how to achieve this—or on how to 
tailor national development strategies to the country context. However, 
past experience can provide a sense of direction. Below we draw on lessons 
learned—an emerging new consensus—to explore the contours of coherent 
policymaking. We begin by outlining four key areas. 


1. Broadening the approach to macroeconomic policies 


Macroeconomic policies in support of reducing economic insecurity 
and poverty should aim at greater social cohesion through productive 
employment creation. This would not only require such policies to be 
counter-cyclical, pro-investment and sensitive to employment objectives, 
but a better integration of macroeconomic and development policies— 
much more than has been the case in most developing countries over 
the past decades. Starting in the 1980s, macroeconomic policies became 
narrowly focused on controlling inflation, fiscal prudence and promoting 
export growth. It was thought that this approach that would bring economic 
stability, growth and poverty reduction through trickling down effects, 
but this promise was not fulfilled. In contrast, the fast-growing East Asian 
economies embedded macroeconomic policies in a broader development 
strategy and did not substitute industrial policies for generalized trade 
liberalization. The pillars of a broader, more developmental approach 
to macroeconomic policies could be constructed with the following 
recommendations clearly in mind: 
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Fiscal policies would give priority to development spending, including 
investment in education, health and infrastructure. This would also mean 
using fiscal instruments such as tax breaks, accelerated depreciation 
allowances and subsidies to boost productive investment. 


Macroeconomic policies would be conducted on the basis of counter- 
cyclical rules.'? These could entail fiscal targets that would be 
independent of short-term fluctuations in economic growth (so-called 
structural budget rules) as well as commodity stabilization funds. Such 
rules have been effectively applied by Chile over the past two decades. 
The effective management of this counter-cyclical policy stance has 
been one ingredient in the much stronger growth performance and 
macroeconomic stability of Chile compared with other Latin American 
countries (Fiess, 2002; Ffrench-Davis, 2006). 


Where countries have open capital accounts, conducting counter- 
cyclical monetary policies has become increasingly difficult. The space 
for doing this can be increased by introducing measures to control 
and regulate international capital flows as well as the operations of 
the domestic financial sector. Countries like Chile and Malaysia have 
managed to follow this course for a certain period of time with some 
degree of success. 


As in the East Asian experience, monetary policy would be coordinated 
with financial sector and industrial policies, including directed and 
subsidized credit schemes and managed interest rates, so as to directly 
influence investment and savings. The right mix of these policies can be 
applied deliberately so as to promote investment in specific industries 
at specific times, and especially in sectors with the greatest potential for 
upgrading skills, reaping economies of scale and raising productivity 
growth, thereby increasing the rates of return on investment. 


Such measures can further set the tone for a different kind of competition 
policy which, instead of promoting competition for its own sake, would 
look to utilize it to foster diversification and development. 


Maintaining competitive exchange rates has been considered essential 
for encouraging export growth and diversification. A depreciated real 
exchange rate lowers labour costs and enhances the competitiveness of 
labour-intensive exports. The empirical evidence suggests, however, that 
this does not consign countries to permanent specialization in low-tech 
exports; rather, with consistent policy direction, export diversification 
into higher-end products will be promoted (Rodrik, 2007a; Cornia, 
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2006; Ocampo and Vos, 2008). This requires a rethinking of the priority 
given to inflation targeting’? which has often resulted in exchange-rate 
overvaluation, undermining export growth and diversification (United 
Nations Conference on Trade and Development, 2003). 


e Agricultural development policies have been key to successful develop- 
ment strategies in East Asia. Needed would be a broader approach to 
agricultural development policies, focusing on access to land, extension 
services, improved inputs, credits and rural infrastructure so as to secure 
a greater and more predictable marketable surplus and income to farmers 
and inputs for agro-industrial development. Crop and weather insurance 
mechanisms, which have recently been introduced in developing 
countries to provide income protection to farmers, have been analysed 
and found to be more effective when embedded in a broader agricultural 
development strategy (United Nations, 2008, chap. II; Linnerooth- 
Bayer and Mechler, 2007). 


2. Integrating social, labour-market and industrial policy 


Successful industrial policy choices constitute a coherent set of policies 
with regard to trade, exchange rates, interest rates, allocation of credit, 
provision of subsidies, pricing and the provision of infrastructural facilities. 
Just as important, they are also embedded in a broader programme of social 
development. Less successful industrial development processes, such as 
those of Latin America during the import-substitution era, paid insufficient 
attention to income inequality, thereby limiting the size of the domestic 
market and hence expansion of the protected industries. 

In the future, incoherence between industrial, labour-market and 
social development policies is likely to hamper long-term growth. The 
greater technological focus of production and exports will require a more 
capable labour force and hence continuous improvements in educational 
performance and better health outcomes. 

National development strategies should articulate labour-market policies 
that serve both economic and social development objectives. Labour-market 
policy discussions often focus rather narrowly on the degree of labour 
protection and wage-setting, on the one hand, and industrial competitiveness, 
on the other. Costly hiring and firing practices and wage rigidity embedded 
in labour legislation protecting formal sector workers have been seen as 
impediments to competitiveness and formal sector job creation in developing 
countries. Such views led to the placing of “labour-market flexibilization” high 
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on the agenda of the Washington Consensus." Related labour-market reforms 
have not been accompanied by stronger employment growth, however— 
especially in economies where the degree of labour underutilization is high 
and the degree of informalization and job precariousness is high as well, 
features common to most developing countries." 

More generally, maintaining a narrow focus on labour protection and 
issues of competitiveness will not ensure a balance in outcomes—a balance 
whereby businesses can win on productivity gains and workers can benefit 
from greater job opportunities and income security. Macroeconomic 
policies can adversely affect employment conditions, while low wages, 
inadequate social protection and lack of access to education and health 
services tend to affect labour productivity. 

How to strike a better balance will need to be determined in a manner 
that is specific to each country context; however, the internationally agreed 
decent work agenda clearly lays out the principles for a coherent policy 
approach. These principles should also help provide a basis for the application 
of active labour-market policies designed to promote employment 
generation directly and improve employability and productivity through 
skills development programmes. They should also help in the application 
of “passive” labour-market policies aimed at providing adequate worker 
protection (for example, through unemployment insurance, income support 
policies, establishment of labour standards and adequate wage-setting). 

Appropriate labour-market policies can also serve as built-in stabilizers 
and thus as counter-cyclical policies. For example, decent wages can protect 
aggregate demand from falling too steeply even when business investment 
demand falls. Similarly, severance pay and unemployment benefits can 
protect demand in the face of downturns leading to unemployment. 

This counter-cyclical role in combination with policies directed 
towards enhancing opportunities for retraining and enhancement of 
skills is particularly critical in today’s world of dynamic processes where 
the spectrum of products in demand in the global market is constantly 
shifting. In order to survive and achieve success in dynamic world markets, 
a country needs to constantly diversify and upgrade the range of products 
that it can produce. However, such diversification and upgrading are not 
possible without commensurate enhancement of the skills of the workforce. 

Furthermore, the demands of sustainable development will need to become 
a main focus of social and industrial policies. The choice of infrastructure 
and the setting of industrial priorities (not only in manufacturing but also 
in agriculture, forestry and energy) will need to be consonant with the task 


44 e Retooling Global Development and Governance 


of meeting simultaneously the challenges of climate change adaptation and 
mitigation and those of improving the livelihoods of the poor. 


3. Improving access to productive assets and finance 


It is already well understood that social policy should encompass increasing 
the ability of the poor to acquire human capital by increasing public 
spending on health and education programmes. Mention has already been 
made above of the potential of cash transfers to mothers, tied to children’s 
school attendance, for enhancing household demand for schooling and for 
ensuring visits of mothers and children to health centres. However, social 
policy should also embrace more explicit efforts to ensure that economically 
vulnerable households and individuals have access to land and financial 
markets. Land reform programmes undertaken in the 1990s in Brazil, 
Colombia and South Africa are examples of what can be done in this regard, 
although they have remained small and underfunded. 

The liberalization of the financial sector has not helped the poor achieve 
more secure income conditions. It is those with other assets, including 
information, education and land or physical capital for providing collateral, 
who have been able to exploit the liberalized financial markets. To increase 
access of the poor to credit would require the implementation of a long list 
of arcane, technical fixes to the system. Although promoting institutions 
that make microloans would constitute one step, to date, these institutions 
account for not even 1 per cent of the credit provided by commercial 
banks in Latin America. As argued in United Nations (2006a), expansion 
of microcredit schemes depends on the development of broader networks 
of institutions, including credit unions, savings banks, development banks 
and special lending windows of commercial banks. Legal changes that allow 
the use of movable assets as collateral and of leasing and factoring, creation 
of credit bureaux, and fiscal incentives that encourage group lending and 
more timely bankruptcy procedures would all contribute to increasing 
the supply of conventional bank credits to the poor, thereby creating an 
inclusive financial system. 


4. Strengthening social protection 


The need for social protection measures arises from several conditions. 
First of all, employment opportunities, despite their expansion, may not 
be sufficient to employ all those who are willing to work. Support for the 
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unemployed therefore proves to be important. Second, certain segments 
of the population may not be, for various reasons, in a position to take 
part in the labour force and thus benefit from employment expansion 
and wage income. Third, even the employed may experience the need for 
extra protection when wages are too low, which creates the problem of the 
“working poor”. 

Over time, social protection programmes have taken various forms, 
ranging from workfare programmes, in place in many countries for a long 
time, to recently popular cash transfer programmes, as discussed above. 
While most of these programmes were launched and used as ex post 
measures to help affected people cope with economic downturns, in more 
recent years, they have been increasingly used ex ante as measures to reduce 
the exposure of the poor to insecurity. 

Many countries in Latin America introduced workfare programmes after 
having gone through spells of economic crisis. Such programmes would 
offer jobs to displaced workers, though at wages below the market average 
(typically about half of the mean wage rates). In most instances, however, such 
programmes have remained temporary and ex post responses. In contrast, 
India’s Maharashtra Employment Guarantee Scheme, which guarantees 100 
days of employment per year to all who wish to participate, is an example of 
a workfare programme that was transformed from a post-shock temporary 
arrangement into a semi-formal permanent employment scheme. 

A similar transformation of arrangements from ex post to ex ante can be 
seen in cash transfer programmes used to promote specific development 
objectives, such as school attendance by children and use of health services. 
Just as budgetary support has become a more popular form of providing aid 
at the macro-level, so has provision of cash become a more popular form of 
social protection at the household level. 

A perennial issue with respect to the design and implementation of 
various welfare and social protection programmes is whether they are best 
pitched as universal policies or as policies specifically targeted at the poor. 
The trend in recent years has been towards the latter approach. However, 
social protection programmes involving targeting and conditionality have 
faced various criticisms. It has been argued that targeting and conditionality 
stigmatize the programmes, create and reinforce divisions among the 
population, create an extra administrative burden and suffer from leakages. 
In response, it has been suggested that social protection measures should 
instead be based on the principle of universalism. Accordingly, proposals 
have been made regarding a “Global Social Floor” (International Labour 
Organization, 2007, Van Ginneken, 2009) and a “Global Jobs Pact”. 
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Social policy needs to be coherent by avoiding a narrow focus on social 
protection and targeting the poor, while leaning more towards universalism 
and also addressing issues of redistribution, human capital formation and 
social reproduction at the level of the family or household (United Nations 
Research Institute for Social Development, 2006). 

An effective way to embody the principle of universalism is to design 
social protection in the form of social security, whereby all working members 
of the society contribute from their earnings to a common social fund and 
draw benefits from this fund, according to pre-specified rules, when they 
are old and when in need while still of working age. Structured in this way, 
a universal social security set-up can also facilitate achieving the goal of 
the Global Social Floor. Achieving the Global Social Floor, which would 
involve benefit rules guaranteeing such a floor, will likely require resource 
flows both within and across nations. Also, by promoting employment, the 
Global Jobs Pact can make it easier to set up the universal social security 
arrangement. 

However, formidable problems lie in the way of setting up universal 
social security arrangements in many developing countries where vast 
number of people work in informal sectors. This makes the collection of 
contributions from their earnings and the effective distribution of benefits 
daunting tasks at the current stage of those countries’ development. Thus, 
achieving universal social security cannot be separated from achieving a 
dynamic structural transformation of the economy and conducting active 
labour-market policies (discussed above), since the latter will facilitate the 
former by moving more people into the formal sector. 

The kinds of state capabilities needed for effective social programmes 
are of the same type that would be required for effective industrial policy 
(Memis and Montes, 2008). Any effort to upgrade the capacity of the state to 
implement social policy should be seen as part of the overall development 
effort. Privileging the provision of social and basic services by the private 
sector or external entities could provide immediate advantages, but would 
not exempt the state from the obligation to set standards and monitor and 
regulate such provisioning. 


RESHAPING POLICY SPACE 


The spread of globalization, economic liberalization and fiscal consolidation 
programmes has brought about a significant shrinkage of developing- 
country policy space for poverty reduction. Domestically, recovering this 
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policy space will require deploying the broader set of macro-policies, such 
as that of re-establishing capital-account management, as discussed above. 

The international economic crisis—and doubts about the sustainability 
of the previous pattern of growth—have made it clear that boundaries must 
be redrawn between the policy capabilities that shouldbe left to domestic 
authorities and those that should be left to international authorities. 

The crisis has demonstrated the need for coordinated financial regulation, 
the absence of which had promoted deregulatory competition among 
financial centres. In the area of trade, the need for uniform international 
trade disciplines must be balanced against the need to facilitate the 
increasing participation of economies with more limited capacity. There is 
also a glaring absence of multilateral mechanisms for more humane and 
mutually beneficial migration. The international aid system is rife with 
costly duplication, fragmentation among donors and misalignment with 
the needs of aid recipients. 

Multilateral progress on climate change mitigation and adaptation will 
have an enormous impact on social and economic development in years 
to come: climate change is already occurring and multilateral disciplines 
are under development (a wide variety of individual country policies 
already exist). These disciplines could restrict policy space for trade, 
finance, technology and social and industrial development in exchange— 
hopefully—for greater flows of technology and finance consistent with the 
global community’s shared goal of eradicating poverty. 

The options available for achieving greater national and international 
policy coherence in terms of aid, trade, and finance at national and 
international levels will be assessed in the following chapters. The task of 
retooling global development has never been more urgent. 
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Kuznets (1955) suggested an inverted U-shaped relationship between level of 
development (generally measured by per capita income level) and the degree of 
inequality (in what was subsequently known as the Kuznets hypothesis). 

See, for example, Amsden (1991; 2003) and Wade (1990) for detailed analyses of the 
industrialization processes of the East Asian newly industrializing countries. 

See General Assembly resolution 55/2. 

See the 2005 World Summit Outcome (General Assembly resolution 60/1). 

The experiences of Uganda and Fthiopia under PRSPs offer examples in this regard. 
The problem of budget allocation of official development assistance (ODA) proceeds 
in Uganda is discussed in Van Arkadie (2006); the sterilization of ODA proceeds 
is assessed in Lister and others (2006). In the case of Ethiopia, some controversy 
emerged over the issue of why the International Monetary Fund would not permit 
the government to count unpredictable ODA as part of government revenue 
(Stiglitz, 2003). 

See, for example, Harrison and McMillan (2007); Suryahadi, Sumarto and Pritchett 
(2003); and Culpeper (2005). 

Many have argued that “insecurity” should be incorporated in the poor. 
Bourguignon (2004), Ravallion (1997; 2001) and other researchers have come to 
similar conclusions. 

See, for example, Sobhan (1993) for a comprehensive discussion of land reforms and 
their impact on the growth of East Asian and other countries. 

See, for example, United Nations (2008, box V.2) for a discussion of the experience 
of land redistribution through market incentives in South Africa. 

In assessments of the Poverty Reduction Strategy Paper approach, the prevailing 
view seems to be that growth is pro-poor when it improves not only the absolute but 
also the relative position of the poor in the income distribution. See Filho (2010) for 
a recent review. 

See Ocampo (2008) and Ocampo and Vos (2008, chap. IV) for more elaborate 
discussions of this approach; in this regard, see also Cornia, ed. (2006). 
Multi-country evidence can be found in Epstein and Yeldan, eds. (2009). 

Although not on the initial agenda of the Washington Consensus (Williamson, 
1990), labour-market flexibilization gained importance during the 1990s, and was 
listed prominently on the what is known as the “Washington Consensus Plus” 
agenda (Rodrik, 2007b). 

See, for example, Howell, ed. (2005); United Nations, Department of Economic and 
Social Affairs (2008). 

See the resolution entitled “Recovering from the crisis: a Global Jobs Pact’, adopted 
on 19 June 2009 by the International Labour Conference of the International Labour 
Organization at its ninety-eighth session. 


Chapter III 
Towards a new aid architecture 


ALEX JULCA, MANUEL F. MONTES AND Ros Vos 


The past 60 years have seen substantial shifts in the system of official 
development assistance (ODA) as shifts the dominant development ideas 
have changed and as the relative economic power among countries have 
changed the mechanisms and modalities of aid. The emergence of significant 
global economic players from the ranks of developing countries as well as 
the international philanthropy community has begun to initiate a new realign- 
ment of the international aid system. The increased participation of new 
players, the deep rethinking of decades-old beliefs regarding correct eco- 
nomic management, the challenges facing donors in raising the aid resources 
required, and emerging development challenges such as climate change 
present both dilemmas and opportunities to reshape the global aid system. 

This chapter examines the strengths and weaknesses of the current 
international aid system. It assesses the effect that aid and its delivery 
mechanisms have had on the support for economic development and the 
building of partnerships for development cooperation. Over time, the aid 
“architecture” has become increasingly fragmented and its components 
increasingly dispersed. If aid is to become more effective and meet today’s 
challenges, the ways in which resources are mobilized and the modalities 
for providing assistance will need to be fundamentally reformed. 

The motivations for development assistance may be divided into three 
categories: developmental, geopolitical and humanitarian, all of which 
overlap and are subject to changes over time. While it is difficult to make 
across-the-board generalizations about donors, one can argue that the 
approach to development aid has been strongly influenced by changing 
views regarding the development process itself. As discussed in chapters 
I and II, infrastructure investment and economic diversification were de- 
emphasized in the structural adjustment programmes that followed the 
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debt crisis in the 1980s. Then as the social costs of structural adjustment 
became clear, aid moved further away from supporting broader 
transformative development processes and became more narrowly focused 
on poverty and the social sectors. 

This shift has been visible in the sectoral allocation of aid by the 
Development Assistance Committee (DAC) of the Organization for 
Economic Cooperation and Development (OECD).' As shown in table 
III.1, the share of ODA allocated to social infrastructure and services 
increased from an average of 21 per cent during 1970-1979 to 36 per 
cent in 2000-2010. The shares of debt relief and humanitarian aid also 
increased. This was at the cost of general programme support as well as 
support for economic infrastructure and production sector development 
(including support for agriculture). The combined share of these previously 
predominant destinations of aid resources fell from 50-60 per cent in the 
1970s and the 1980s to about 30 per cent in the 2000s. 


A COMPLEX AND FRAGMENTED AID ARCHITECTURE 


Shifting aid objectives and mechanisms have created an increasingly 
fragmented and highly dispersed aid architecture, which, while it has 
been responsible for the clear and tangible benefits enjoyed by recipient 
countries in specific areas, does not appear to be supporting an effective 
system overall. Aid effectiveness has been found wanting on several counts. 
While abundant in some contexts, in others resource flows have fallen short 


Table Ill.1: 
Sectoral allocation of net disbursements of ODA? 


Sectors 1970-1979 1980-1989 1990-1999 | 2000-2010 
Social infrastructure & services 21.27 25.22 26.98 35.60 
Economic infrastructure & services 12.31 19.06 19.84 14.01 
Production sectors 18.43 21.03 11.23 6.43 
Multisector/cross-cutting 76 2.92 5.03 7.59 
Commodity aid/general 

programme assistance 19.52 15.86 9.94 4.59 
Action relating to debt 4.22 2.58 10.28 12.58 
Humanitarian aid .03 1.72 4.71 6.96 
Unallocated/unspecified 21.57 11.60 11.97 12.25 
Source: OECD/DAC Database. 


a Period averages. 
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of needs. Transaction costs have increased because aid delivery has become 
highly fragmented. For many recipient countries, resource flows tend to be 
volatile, thereby complicating budget processes and development project 
implementation. Finally, policy conditionality has undermined country 
ownership and effective use of resources. 


Is aid sufficient? 


A proliferation of donors does not necessarily mean more aid. The average 
size of aid programmes has become smaller. DAC donors, the major 
providers of ODA, have gradually increased disbursements in absolute 
terms over the past 50 years. There had been a drop during the 1990s 
after the fall of the Soviet Union, reflecting the significance of geopolitical 
influences on aid giving, and a revival during the 2000s. As a proportion 
of donors’ gross national income (GNI), however, aid flows have been on a 
declining trend since the 1960s, falling from a high of 0.54 per cent in 1961 
to a low of 0.22 per cent in the late 1990s (see figure III.1). Over the past 


Figure Ill.1 
Trends in ODA disbursements from OECD/DAC members, 1960-2010? 
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10 years, ODA recovered as a share of donor country GNI, and that share is 
estimated at 0.31 per cent in 2011. However, the recovery in aid flows is, to 
a large extent, attributable to debt relief (Addison, Arndt and Tarp, 2010), 
reflecting a disregard for the principle agreed in the Monterrey Consensus 
of the International Conference on Financing for Development (United 
Nations, 2002) that debt relief should be additional to traditional aid. The 
recent increases in total aid flows from DAC members fall far short of the 
long-standing United Nations target of 0.7 per cent of GNI. 

The delivery gap in fulfilling the commitments to support the development 
agenda centred around the Millennium Development Goals (MDGs) has 
been made all the more glaring by the poignant calls for additional assistance 
to the poorest countries to enable them to address food security problems 
and climate change. That delivery gaps are largest in aid commitments for 
Africa reflects the continued unevenness in the distribution of aid flows, 
which does not strongly favour populations in low-income countries. The 
10 per cent of the developing world’s population that lived in the poorest 
countries (excluding China and India) received 14 per cent of bilateral ODA 
in 2006-2007, slightly up from their share in 2000-2001 (figure III.2). Overall, 


Figure Ill.2 
Distribution of DAC bilateral ODA by population decile for developing countries 
a ranked by GDP per capita, 2000/01 and 2006/07 (percentage) 
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bilateral aid from DAC countries is not strongly concentrated among the 
poorest countries. In contrast, multilateral aid, which accounts for about 
one fifth of ODA flows generated by DAC members, shows a stronger bias 
towards the poorest countries (United Nations, 2009c). 

DAC members contribute about 90 per cent of the total volume of ODA 
flows. Recently, a number of non-DAC countries, including emerging 
developing countries like China, Brazil and India, have increased their role 
as donors. This is not a new phenomenon. Recently, China has expanded 
its foreign assistance to low-income countries, in particular to Africa, but 
previously—during the 1960s and 1970s at the height of the cold war—it 
also provided substantial foreign assistance, including for the financing of 
infrastructure projects in parts of Africa. Several oil-exporting countries 
have substantially increased their ODA over the past decade in the wake of 
higher world oil prices, as they did during the 1970s and 1980s. Figure II.3 
shows the acceleration of non-DAC aid flows during the 2000s but it also 
shows that, in real terms, these flows have been well below the amounts of 
South-South development assistance provided during the 1970s. 

China, India, Saudi Arabia and Venezuela (Bolivarian Republic of) are 
among the most active non-DAC donor countries, but the contributions 


Figure Ill.3 
ODA provided by non-DAC countries, 1970-2010 
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of Brazil, the Republic of Korea, Thailand and Turkey have also been on 
the rise. Countries in Asia and Africa are the main recipients of non-DAC 
South-South aid flows. Africa’s share declined significantly, however, during 
the 2000s as compared with previous decades. 

Private foundations and international non-governmental organizations 
have become quite prominent in the area of development assistance, 
particularly within specific fields such as health services. The 2009 Index of 
Global Philanthropy and Remittances (Hudson Institute, Center for Global 
Prosperity, 2009) estimates that foreign assistance to developing countries 
financed from private foundations, non-governmental programmes and 
individual donations in OECD countries amounted to $49 billion in 2007. 

Even after adding flows from DAC, non-DAC and private sources, total 
aid remains far from reaching the OECD target of 0.7 per cent of GNI. 
Hence, is the level of aid inadequate? When measured against the political 
commitment, clearly it is. The origins of this target date back to 1958 when 
the World Council of Churches argued that only with substantial aid from the 
advanced countries, could the poorer nations carry out their development 
plans and “avert the human disasters that follow from their failure”? The 
Council estimated that at least 1 per cent of the national income of the 
rich countries should be allocated for this purpose, but as it expected that 
0.3 per cent of GNI could come from private sources, 0.7 per cent would 
need to be provided in the form of official grants and concessional loans. 

The target was subsequently sanctioned by influential economists, 
including Paul Rosenstein-Rodan and Hollis Chenery, who independently 
estimated that the foreign exchange needed (calculated as the difference 
between capital requirements and domestic savings) to reach a target rate 
of growth of about 5 per cent per year in developing countries would be in 
the order of $10 billion. This happened to have been equal to 1 per cent of 
the combined GNI of the advanced countries in 1961.3 Although the nature 
of global development challenges has changed radically, the target of 0.7 of 
donor GNI for aid is still accepted internationally, perhaps due to the fact 
that the target has never been met and the needs of the poorest countries 
remain so large. 

However, there are several reasons to rethink the target. First, it does not 
appear to make much sense to calculate the financing requirements of one 
set of countries as a fixed share of a largely unrelated aggregate of a different 
set of countries. Second, the original estimate of the required level of ODA 
was based on the assumption that all of the aid would support investment 
and all of the investment would lead to commensurate increases in income 
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growth. The related evidence is not very strong. Moreover, the motivations 
behind disbursing aid have changed and the focus is far from exclusively on 
promoting economic growth. Third, it is likely that needs vary over time and 
will be context-specific. One attempt to estimate the aid flows required to 
meet the MDGs based on recipients’ needs resulted in a figure of 0.54 per cent 
of rich-country GNI (United Nations Millennium Project, 2005). However, 
these estimates were based on a few country-level needs assessments and it 
is doubtful whether, given the diversity in contexts, total aid requirements 
can be derived by “scaling up” financing needs of a few individual countries. 
Further, we need to ask the question how to incorporate other recipient needs 
that may require additional support through ODA, such as those relating to 
food security, climate change and natural disaster relief. 


Aid fragmentation 


The trends in ODA flows just described have caused the aid architecture 
to become more fragmented, with a largely uncoordinated proliferation of 
destinations, donors and modalities. This has made the sufficiency ofaid even 
more difficult to determine. The number of donors has risen exponentially 
while the average size of aid projects has declined considerably. The World 
Bank (2007) has estimated that, in 2006, donor support for development 
encompassed over 60,000 ongoing projects, with some partner countries 
engaging in over 1,000 donor-funded activities, hosting over 1,000 missions 
each year, and preparing as many as 2,400 progress reports annually. In low- 
income countries, as the number of projects has gone up, the average size of 
projects have gone down. The average number of official donors—bilateral 
and multilateral—per country has increased threefold since the 1960s; the 
number of countries with over 40 active bilateral and multilateral donors 
has ballooned from zero to over 30 since 1990 (ibid.). 

Resurging Southern providers and non-governmental organizations 
and private foundations have added to this proliferation. Southern bilateral 
development assistance is virtually all in the form of project loans and 
grants, each with its own modalities and procedures. Through international 
philanthropy, historic contributions have been made to achieving malaria 
eradication and the goals of other global health programmes and in the 
area of the discovery and dissemination of high-yielding agricultural 
crops, among others. At the same time, non-governmental aid mechanisms 
have contributed to further aid fragmentation, as their operations and 
disbursements are more difficult to align with national priorities. 
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Aid fragmentation can be costly: donors undertake identification 
missions, negotiate the terms of projects to be funded, maintain their own 
accounting methods, tend to set their own conditions, and prefer to do their 
own monitoring and evaluation. A European Union (EU) report estimates 
the costs of delivering EU aid programmes at €2-3 billion; if all EU aid had 
been delivered in the form of budget support, transaction costs might have 
been less than €0.9 billion (European Commission, 2009). Indirect costs 
may be even much higher, thereby affecting the institutional capacity of 
developing countries and complicating the pursuit of coherent long-term 
development policies by governments, especially when they are highly 
dependent on aid and are dealing with multiple donors every day. 


Earmarking of aid and proliferation of vertical funds 


The last two decades have seen the proliferation of special-purpose funds 
for specific aid objectives. Among the major funding pools are the Global 
Environment Facility, which provides support for a set of multilateral 
environmental agreements, and the Global Fund to Fight AIDS, Tuber- 
culosis and Malaria. Aid for Trade is a donor facility launched during the 
Doha Round of the World Trade Organization to help developing countries 
exploit the market access that they have obtained through trade negotiations. 
While the establishment of special-purpose aid vehicles facilitates 
coherence in particular areas on the supply side of aid, it gives rise to many 
dilemmas on the demand side because of well-known inflexibilities of 
earmarked funding. For example, the delivery of health services in response 
to AIDS is often hampered by inadequate health systems. To achieve the goal 
of “fighting AIDS” it may be necessary to rebuild the whole health system, but 
special-purpose funds by their very nature cannot be re-channelled in this 
way. The administrative demands associated with accessing different special 
vehicles on the recipient side are high; and the costs of earmarking are just as 
relevant at the international as at the domestic level. Here lies one argument 
for providing assistance to countries through the overall budget channel and 
allowing recipients to use these resources according to their own priorities. 


Aid effectiveness 


Since the 1970s, aid effectiveness evaluations have generally been used to 
assess aid’s contribution to overall economic growth, even as its purposes 
and role in development have shifted. Addison, Arndt and Tarp (2010) and 
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de Haan (2009) argue that aid has a positive impact on economic growth, 
albeit with decreasing returns. In general, for each 10 per cent increase in the 
proportion of ODA to gross national income (GNI), the impact would be an 
increase of 1 per cent in economic growth (Tarp, 2010). Successful post-war 
European reconstruction through the Marshall Plan and other “economic 
miracles” in the second part of the twentieth century demonstrate that 
aid effectiveness can be achieved through carefully designed development 
objectives, appropriate institutional settings, and a stable flow of resources. 
Easterly (2006), in contrast, argues that while aid has been successful in 
a number of specific programme cases, failure has been the norm, owing 
mainly to both donor fragmentation and the diversion by recipients of 
fungible aid resources towards unproductive uses. Bhagwati (2010) also 
underlines absorptive capacity and fungibility problems as key factors 
undermining aid’s effectiveness. From different analytical perspectives, other 
studies have stressed the risks of becoming aid-dependent and experiencing 
few incentives for economic development (Reinert, 2005). 

Donors have been trying to mend the situation. The 2005 Paris Declaration 
and the 2008 Accra Agenda for Action have called for greater coherence 
among aid objectives and for the acceleration of the implementation of 
the agreed principles therein. The Paris Declaration provides new codes 
of conduct for donors which aim to reduce fragmentation through target- 
setting for greater harmonization in the provision of aid, alignment behind 
recipient country development programmes, coordination of donor 
missions and diminishing the use of project implementation units. The 
quality of aid is to be enhanced by more predictable aid flows programmed 
at the country level. Strengthening mutual accountability of donors and 
recipients, an additional aim set out in the Paris Declaration, should help 
reduce transactions costs and strengthen state capacity. 

Nonetheless, putting these principles into practice has not proved to be 
easy. Despite the targets agreed by the signatories of the Paris Declaration, 
“only 15 per cent of donor missions are undertaken jointly with other 
donors, well below the 40 per cent target set for this indicator, and only 9 
per cent of partner countries undertake mutual assessments of progress in 
implementing agreed commitments and more broadly their development 
partnerships, against a target of 100” (World Bank, 2006b, p. 79). Recon- 
ciling national development priorities with the taxpayer-approved objec- 
tives of donor countries has been difficult. Less than a quarter of aid flows 
from DAC donors is provided in the form of budget support and in a 
few instances aid flows are part of multi-annual programmes. One of the 
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objectives of the Poverty Reduction Strategy Paper (PRSP) agenda was 
to give recipient countries more of an opportunity to occupy the driver's 
seat, aligning donors behind nationally defined development strategies. In 
practice, the PRSPs have not only been found to come with too many strings 
attached and to be excessively donor-driven (United Nations, 2009a) but 
have often proved ineffective in improving ownership and donor alignment 
(Wood and others, 2008). 

With the rise in South-South cooperation, some DAC members have 
expressed concern that the aid provided by non-DAC donor countries (many 
of whom do not report their ODA figures and are not bound by the principles 
of the Paris Declaration and other aid conventions) may undermine progress 
to improve aid effectiveness. The presence of additional donor channels in 
an already crowded field increases the risk of duplication of activities and 
could lead to a setback for DAC donors who have the intention to reduce 
transaction costs for aid recipient countries by rationalizing reporting 
and accountability obligations. South-South cooperation partners have 
expressed their own concern that the “aid effectiveness” process is being 
driven too much by OECD, and that project aid—the preferred modality 
of South-South cooperation—could become a casualty of the preference 
for programme aid as governed by the principles set out in the Paris 
Declaration. There is still no international venue where these issues can be 
addressed, except possibly the United Nations Development Cooperation 
Forum held by the Economic and Social Council. 


Aid volatility 


In countries where aid flows are a large driver of their economy, aid volatility 
has compounded macroeconomic instability, affecting private and public 
investment spending and long-term growth. One study (Kharas, 2008) 
found that for the average recipient country, ODA flows are five times more 
volatile than gross domestic product (GDP) and three times more volatile 
than exports earnings.* ODA thus could magnify real business cycles in 
recipient countries. Measured volatility cannot be associated with donor 
actions alone: using their own procedures, donors often have to respond— 
by halting aid disbursements, for example, if the prior year’s resources were 
unutilized—to unexpected and unfortunate economic and political events 
beyond their control in recipient countries. Figure III.4 suggests that, for a 
sample of 65 recipient countries, higher levels of aid volatility was found to 
be associated with lower long-term rates of growth of GDP per capita. Least 
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Figure Ill.4 
Aid volatility and economic growth in 65 recipient countries, 1970-2007 
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Source: UN/DESA, based on World Development Indicators Online. 


developed countries and small island developing states are among the aid- 
dependent countries facing the highest levels of volatility in ODA inflows. 

The deadweight losses associated with aid volatility can be as large as 
15-20 per cent of the total value of aid, which, at the current aid levels, 
would amount to welfare losses of about $16 billion (Kharas, 2008).* To 
an average recipient, the deadweight loss of aid volatility is about 1.9 per 
cent of GDP. Per dollar of aid provided, the cost would lie between 7 and 
28 cents, depending on the donor. In the same study, the degree of aid 
volatility varies across donors and losses due to aid volatility are largest in 
cases where the United States is the major donor, with losses from volatility 
for every dollar disbursed being more than double those associated with 
Japan, the next most “volatile” donor. 


Conditionality and country ownership 


Political considerations and concerns about accountability to taxpayers have 
led donors to attach conditions regarding how aid is to be spent. As indicated, 
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funds have often been rigidly earmarked for particular purposes. Determining 
the role and the mechanisms of conditionality in foreign assistance projects 
depends on a practical and effective characterization of “ownership”. In donor 
community attempts to explain shortfalls in country performance, for example, 
the recipient government's insufficient ownership of what the donors regarded 
as a sovereign commitment, was deemed a key reason why they had not been 
met. Ownership therefore became a criterion for programme success. 

By the late 1990s, donor governments and aid agencies had come to realize 
that their differing approaches and requirements were imposing high costs on 
developing countries and making aid less effective (Mkandawire, 2010). In an 
attempt to address the need to reduce the aid delivery costs, recipient countries 
sought access to funding “earmarked” for particular purposes. Through the 
PRSPs, the donor community shifted the focus of its aid more towards poverty 
reduction. As discussed in chapter II, the aim was to generate comprehensive 
long-term strategies for reducing poverty, while remaining sufficiently 
operational to guide aid efforts and to ensure that their focus was reflected in the 
allocations of annual government budgets. A study by Dijkstra (2010) concludes 
that, in practice, the PRSPs tended to be weakly linked to the actual processes of 
formulation and approval of government budgets. Part of the explanation is to 
be found in the perception that there was too strong a donor influence on the 
design of the poverty strategy, which eroded the sense of government ownership 
of both the strategy and the external funding mobilized in support of it. 

True ownership would require that countries have control over their 
own policies, yet this often comes into conflict with the mechanism of 
donor conditionality (Dijkstra, 2010). The question then comes down to 
determining how to achieve country ownership in practice and reconcile 
this with the conditions that donors feel compelled to impose in order to 
justify the use of the money of their own taxpayers. 


TOWARDS A NEEDS-ORIENTED INTERNATIONAL AID SYSTEM 


Incoherence in the international aid system has been built up by a process of 
accretion of elements derived from various sources. The existing system is 
the product of changing fashions in concepts of development, the responses 
of donors to the challenge of redeploying their resources more effectively, 
and well-intentioned, and mostly unilateral, efforts to reform the system. 
The overarching principles of reform were identified in the Monterrey 
Consensus of the International Conference on Financing for Development 
(United Nations, 2002), which called for “[e]ffective partnerships among 
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donors and recipients ... based on the recognition of national leadership 
and ownership of development plans and, within that framework, sound 
policies and good governance at all levels” (para. 40). The process initiated 
by OECD under the rubric of aid effectiveness encompasses most of the 
details associated with successful pursuit of this goal. It is therefore agreed 
that this reform process must be completed and its promise fulfilled. 

Addressing the systems key weaknesses, as highlighted above—namely, 
fragmentation, instability and unpredictability of aid flows, lack of flexibility 
and alignment with recipients’ priorities, long-term dependence on external 
aid, and deficient partnership and country leadership/ownership, as well as 
recipient country problems of absorptive capacity and misuse of funds— 
will require even more good intentions and political will than has already 
been demonstrated. 


Putting recipient countries in the driver's seat 


Overcoming the continued fragmentation and problems of country 
ownership that undermine aid effectiveness will require that the donor 
community renew its commitment to the principles of the Paris Declaration. 
Specifically, progress should be made regarding needs-based allocations and 
the alignment of aid flows behind national development strategies. Instead 
of the current programme of gradual improvements, what is needed is a 
decisive shift towards full adherence. Based on this approach: 
e Sustainable development strategies would provide the framework for 
policy coherence at the national level and also articulate the nature of 
the financing gaps that aid flows can fill and the timing of those flows. 


e Bilateral and multilateral as well as non-governmental donors would be 
aligned and asked to respond to needs through multi-year commitments. 


e Alignment with other sources of development financing would be 
achieved as part of the same process (see below). 


e Earmarking of aid funds by donors would become less relevant, although 
still possible if it served specific purposes (such as rallying private sector 
support through vertical global health funds), but always with the 
requirement of coherence with the priorities and financing needs of the 
development strategy. 

e Monitoring, evaluation, accountability processes and the updating of 
funding requirements would be the responsibility of a joint standing 
committee of donors but one chaired by the recipient country. 
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e Donors will no longer impose ex ante policy conditionality for their 
support to recipient countries with defined national development 
strategies; instead, continued support would be decided upon based on 
monitored progress and outcomes of the implemented strategy. 


Similar principles, in fact, were the basis for the successful Marshall 
Plan for post-war reconstruction and development in Western Europe (see 
box III.1; and United Nations, 2008, chap. IV). Even though the current 
environment for developing countries is quite different from that of post- 
war Europe, the Marshall Plan principles can help provide a coherent frame- 
work for coordinating national development strategies with international 
assistance. Adopting a central feature of the approach, for example, the 
international donor community could ensure the effectiveness of limited 
supplies of foreign assistance (both financial and technical) by requiring an 
articulated account of a government’s macroeconomic objectives—and how 
the objectives relate to detailed programmes for infrastructure investment, 
the sustainable development of the agriculture, energy and industrial sectors, 
productive job creation, education, health and social protection. 

Mkandawire (2010) suggests that the ideas that were embodied in the 
Marshall Plan also shaped the European Union’s subsequent effective 
economic cooperation with Ireland, Portugal and Spain through needs- 
oriented assistance programmes. The Marshall Plan achieved a coherent 
framework for coordinating economic recovery and development plans. 
It relied on domestically generated planning and configured both its time 
frame and grant-to-loan proportion to meet the problem at hand. At the 
time, the Marshall Plan essentially intervened to ease shortages, bottlenecks 
and other constraints on growth and structural change. 

The currently prevailing view is that programme failures are due to a 
weak commitment to reform (or a lack of ownership) and a slackening of 
discipline through postponement of necessary adjustment. In contrast, 
Marshall Plan resources were seen as investments in social cohesion and 
structural change and as providing governments with the breathing space 
required to make difficult policies succeed (United Nations, 2008). When 
such policies threatened to cause social upheaval on a scale that might 
upset the adjustment process, as was the case in post-war Italy at one point, 
Marshall Aid was available to cushion the social costs through support to 
the government budget. 

European recipients of Marshall Plan resources had the advantage of 
dealing with only one donor (Mkandawire, 2010). With the multiplicity of 
donors in the currently fragmented aid system, there is a need to establish 
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Box IIIl.1: Seven virtues of the Marshall Plan 


The Marshall Plan was the assistance framework established by the United States of 
America for the economic recovery of Western European countries in the post-war 
period (1947-1951). The seven principles under which the Plan operated are summa- 
rized below. 


1. Realistic time frame. The post-war adjustment applied a more realistic time frame 
than that normally envisaged by the United States Treasury or by an International Mon- 
etary Fund (IMF) programme. Instead of 18 months, the timescale was from 4-5 years. 


2. Alignment with an overall economic programme. The architect of the plan, United 
States Secretary of State George Marshall, made it clear that there was to be an end to 
piecemeal assistance, which had suffered from a lack of coordination and had had less 
impact than expected in stimulating economic recovery. A key requirement, therefore, 
was that each State recipient of aid had to produce a four-year outline plan for recovery, 
setting out targets for the main economic variables and providing an account of how 
the Government intended to achieve its objectives. 


3. Genuinely domestic programming. Marshall insisted that these plans, together 
with estimates of the need for assistance, had to be drawn up by the Western Euro- 
peans themselves: “It would be neither fitting nor efficacious for (the United States) 
to undertake to draw up unilaterally a program designed to place Europe on its feet 
economically. This is the business of Europeans ... The role of this country should con- 
sist of friendly aid in the drafting of a European program and of later support of such a 
program...” Marshall thus acknowledged the existence of national sensibilities, admit- 
ted that the recipient countries were better informed about the facts of their situation 
than outsiders, and generally showed a deference towards European traditions and 
preferences that has subsequently been conspicuously absent from the attitudes of the 
rich countries and international institutions towards the rest of the world. 


4. Flexible intermediate targets. A fourth feature of the Marshall Plan was the release 
of aid in tranches that depended on the countries’ intermediate targets’ being met. 
Marshall Plan conditions were different from those established in recent practice and 
more flexible and were to be met over a longer period than that allowed by IMF rules, 
for example. 


5. Gradual and asymmetric international integration. The Marshall Plan acknowl- 
edged that the damage to European productive capacities and the great disparity in 
economic strength between the United States and Europe meant that rapid liberaliza- 
tion of trade and payments would quickly lead to European payments-related crises. 
It was accepted that Europe would gradually dismantle a wide range of direct and 
indirect controls on its trade between 1950 and 1958 according to an agreed time- 
table within the framework of the European Payments Union. This gradual liberaliza- 
tion of trade provided European producers with protection against competition from 
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mechanisms of coordination, a need that has also been recognized in the 
“aid effectiveness” process. The panel on donor coordination in the United 
Republic of Tanzania, operational since 1995, is one example of a country- 
led approach to improving coordination and making donors accountable 
for their activities (Helleiner, 2005). Formal public expenditure reviews 
and the application of the medium-term expenditure framework appear 
to have been effective in fostering wide participation of stakeholders in 
the budget process. Ngowi (2005) has indicated that these mechanisms 
have improved resource use by strengthening the links between sector 
policies and resource allocation and by providing valuable analyses and 
feedback on budget execution. He notes that although the impact on 
poverty reduction appears to be weak, efforts will perhaps bear fruit in 
the long term. 

A key aspect of the donor relations experience of the United Republic 
of Tanzania has been the more central role played by the broader 
macroeconomic framework. To achieve such an arrangement was also the 
intention of the PRSP approach; this was stymied, however, by the fact 
that, in practice, the estimation for the maximum resource envelope was 
undertaken mainly by IMF. Ngowi (2005) reports that the United Republic 
of Tanzania Revenue Authority consistently met its revenue targets and 
collections reached an average of 12.5 per cent of GDP in the past 10 years 
compared with a figure of less than 8 per cent in the previous decade. 

The aid effectiveness principle of country ownership/leadership itself 
suggests that, in a situation where there is an interest in engagement on 
the part of both DAC and non-DAC donors, nothing should prevent a 
recipient country from taking the initiative in rationalizing the operations 
of those donors in its economy. An example of recipient country donor 
management is provided by India, which allows only donors whose 
funding exceeds a minimum level to operate in the country. The expansion 
of South-South cooperation could help make recipient countries’ national 
strategies a more important factor if new donors were to play an “anti-trust” 
role in engaging the current donor community. Private foundations must 
also accept country leadership in their operations in developing countries, 
which would entail aligning programmes with the domestic development 
priorities included within recipients’ national regulatory frameworks (a 
course those foundations often espouse). 

Country leadership in consolidating all aid flows could minimize the 
costs arising from earmarking restrictions. Countries would access these 
funds only if they fit the overall national sustainable development strategy. 
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The United Nations Development Assistance Framework (UNDAF) process 
of integrating all donor projects into one overall programme aligned with 
a national development strategy could serve as a model approach for the 
future if it can distance itself from the existing practice of acting essentially 
as a collection box for individual donor project financing. 

The PRSP experience, governed by the attempt to “plan everything” and 
obtain agreement from all parties, should be instructive. Because of the 
high level of uncertainty associated with development programmes, space 
for experimentation and the possibility of failure should be incorporated 
in evaluation. Entire responsibility for policy choices should be lodged 
fully with aid recipients, as is presently the case, at least in formal terms. If 
aid recipients are to be fully in command of the policy choices they make, 
however, then outcome evaluation instead of policy conditionality should 
eventually become the norm for all aid projects and programmes. 

Addressing capacity weaknesses by the implementing government is part 
of the development effort, and as such, upgraded capabilities need to be 
looked upon favourably in the context of outcome evaluation. Programmes 
should be deemed “good enough’ if they reflect a broad relationship between 
means and ends. Embedding the identification of external funding gaps 
within an overall national strategy will require that multi-year progress be 
determined in terms of domestic resource mobilization and the consequent 
reduction in aid and external debt dependency. 

While there are unavoidable geopolitical considerations that exert 
pressure on donors to continue support for poorly performing recipients, 
accountability of the recipient countries is usually inherent in what is in 
fact a “repeated game” situation: donors can always withdraw in the next 
funding iteration. It is donor accountability, instead, for which there are no 
existing sanctions. 

Consequently, the proposed aid process requires some ancillary 
mechanisms to strengthen aid effectiveness. Even in the absence of a 
fundamental reorientation towards national strategies, these suggestions 
would be desirable. Irrespective of a fundamental restructuring, progress 
should be made along these lines: 

e All aid flows should eventually be disbursed through general budget 
support. 


e Reducing the number of special global funds is in the interest of both 
donors and recipients, although one would expect that a few large 
funding pools, such as, potentially, one for climate change, would 
continue to exist. 


Towards a new aid architecture e 67 


e Donors should begin progressively to budget aid flows in cycles of two 
or more years at a time, which will necessitate difficult adjustments in 
donor country political decision-making. 


e Some special delivery mechanisms, such as through trust funds (see 
below), can be established consistent with the overall approach of 
country leadership. 


Reforming channels and resource mobilization for development assistance 


While the present target of 0.7 per cent of GNI of O9ECD/DAC countries has 
remained unfulfilled in the aggregate, a needs-oriented aid system would 
redefine the amount of aid to be mobilized. However, in the transition to 
the new system, the target might still serve as a benchmark to rally political 
support to address development deficits in the poorest countries. Of 
course, additional targets may need to be set to ensure sufficient resource 
mobilization for supporting climate change mitigation and adaptation 
efforts in developing countries, aid for trade and the delivery of global 
public goods. There will also be continued need for separate pools of funds 
for disaster relief and humanitarian aid efforts. 

On the way forward, two further fundamental changes are worth 
considering. The first would aim at a better alignment of aid flows with 
other domestic and external sources of development financing through the 
use of trust fund mechanisms. The second change would entail increased 
use of funding sources encompassing innovative forms of international 
levies and leveraging of international liquidity for development purposes. 


Enhancing aid predictability and aligning 
all sources of development financing 


The use of trust fund mechanisms to support individual countries or 
groups of countries could further facilitate the alignment of donor funding 
with country priorities. It could also ensure long-term financing and 
align traditional ODA resource mobilization with innovative forms of 
development financing. Bilateral donors and existing global funds would 
contribute to trust funds that would disburse resources in accordance with 
programmatic and budgetary needs of recipient countries. The trust funds 
could also be allowed to purchase government securities of developing 
countries with a view to tying aid to future domestic resource mobilization 
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efforts. Experience in this area does in fact exist: in a number of cases, 
multi-year aid commitments have been converted into bond purchases to 
fund and front-load resources for research on tropical medicines. Recipient 
countries, in turn, could also be allowed, periodically, to deposit budgetary 
savings earned during economic upswings into the trust funds as insurance 
against external shocks, and to draw upon them in response to shocks. 

In sum, the advantages of pooling aid resources into a trust fund are 
simplification and harmonization of procedures, and better support for 
national goals, priorities and strategies. It can avoid duplication and over- 
lapping efforts, and minimize the burden of integrating externally supported 
projects into national development strategies. However, the ownership and 
management mechanisms of trust funds need to be carefully worked out so 
that the country ownership is not undermined. Pledges of contributions to 
trust funds should in principle be neither conditional nor earmarked. 


New funding sources to underpin the aid architecture 


New forms of international taxation (such as a small levy on international 
financial transactions) could play an increasing role in providing the 
resources needed to create a new development finance architecture. The 
new tax revenues could be channelled through a global fund into country- 
based trust funds. Mobilizing resources for development assistance through 
such innovative forms of financing would reduce volatility in available aid 
flows and vulnerability to political expediency. 

Similar approaches have been piloted, relatively successfully, under the 
rubric of “innovative sources of finance”. The 2002 Monterrey Consensus, for 
example, spawned a far-ranging worldwide effort to mobilize aid resources 
from countries at different levels of development and to pilot them towards 
meeting the internationally agreed MDGs. The Leading Group on Innovative 
Financing for Development (founded following the Paris Ministerial 
Conference on Innovative Development Financing Mechanisms held in 2006 
and whose action stems from the New York Declaration on action against 
hunger and poverty issued on 20 September 2004) promotes discussion on 
these issues. A key distinguishing feature of this approach is the partnership 
“modality” in resource mobilization established between developed and 
developing countries (United Nations, General Assembly, 2009a). 

Based on the pilot projects in place, innovative funding sources of aid 
hold the promise of less volatility, greater sustainability in the long run, 
reduced vulnerability to decisions that are based on political expediency. 
They also hold the promise of broader participation in fund generation, 
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extending beyond governments to include, for example, citizens (through 
direct collection) and the private sector (through the utilization of Web- 
based checkboxes). Actual innovative sources of finance explored so far 
include currency transaction taxes, taxes on the arms trade, taxes on carbon 
emissions, an international financial facility, advance market commitments, 
“solidarity levies” on items such as international airplane tickets, enhanced 
efforts to combat tax evasion and illicit financial transfers, and a world 
lottery (Atkinson, 2005; United Nations, 2012). 

An early pilot entailed an international levy on air transport. The level of 
taxation on air transport is lower than on other means of transport, since 
aviation fuel is tax-exempt in most countries. One report (United Nations, 
2005, chap. IV) estimated that a 5 per cent rate applied to airfares would yield 
$8 billion per annum and that an indirect tax on passenger transportation 
could reach $20 billion per annum. Estimates of revenue from a currency 
transaction tax differ widely because of differences in proposed tax rates. 
Realistically, a currency transaction tax on transactions in major foreign 
currency markets set as low as 0.005 per cent can raise revenues of about 
$40 billion per annum (United Nations, 2012); other estimations (Clunies- 
Ross, 2004) yield higher revenues, namely, $ 60 billion per annum. 

The original Monterrey innovative financing proposal that referred 
to the use of special drawing rights (SDRs) for development purposes is 
expected to draw renewed interest as a result of recent new SDR allocations. 
Re-channelling the provision of global liquidity managed on an equitable 
basis, in reserves and payments, to fund poverty reduction and investment 
in clean energy becomes a more feasible option, given these recent increased 
allocations of SDRs. 

The possibility of improving, through international cooperation, collection 
of taxes currently evaded has received extensive consideration in the Leading 
Group. Conservative estimates of the scale of the annual resources potentially 
available for developing countries from the tax lost on the illicit outflow of 
profits (profits of both foreign companies and domestic residents) and the 
tax lost due to the income arising abroad from the accumulated assets owned 
by residents is, for the mid-2000s, of the order of $200 billion-$250 billion,‘ 
half of which would be attributable to Asia (FitzGerald, 2010). This estimate, 
which is more than double the level of ODA from DAC members, suggests 
that the total amount of international fiscal transfers (aid plus tax) available 
for development finance could be tripled. All developing countries would 
be in receipt of these resources, except those developing countries that were 
themselves tax havens. FitzGerald suggests that, since the tax jurisdictions 
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concerned are all closely connected with financial centres in advanced 
economies, it would be possible to reallocate a portion of the increase in 
tax income to maintaining the incomes of inhabitants of tax havens and 
providing them with an alternative economic future. The logical (but perhaps 
still politically farfetched) implication is that external assistance financing 
mechanisms could be based on principles of fiscal federalism applied at the 
global level rather than on principles of humanitarian charity. 

In the Copenhagen Accord,’ agreed at the fifteenth session of the Confer- 
ence of the Parties to the United Nations Framework Convention on Climate 
Change,® held in Copenhagen from 7 to 19 December 2009, developed 
countries committed to a goal of mobilizing jointly $100 billion dollars per 
year by 2020 to address the needs of developing countries, with the funding 
to come from a wide variety of sources, “including alternative sources of 
finance” (para. 8). The implication is that all the mechanisms in the innovative 
financing agenda are on the table in terms of achieving the announced 
target. A global carbon tax is often mentioned (Addison, Arndt and Tarp, 
2010); however, because of the potential costs required to compensate for its 
distributive and environmental effects, a concerted carbon tax mechanism 
would be most suitable for and effective in developed countries but less so in 
developing ones (United Nations, 2009a and 2012). Bredenkamp and Pattillo 
(2010) and United nations (2012, chapter II) have set out the mechanics by 
which special drawing rights can be used to raise the required flow of $100 
billion. The recent international discussion concerning a multilateral financial 
transactions tax sheds new light on a long-standing proposal to apply a 
currency transactions tax in order to fund climate change-related efforts. 

Progress has been most visible in international responses to tropical 
diseases, through initiatives utilizing the air-ticket solidarity levy, the 
Advance Market Commitment (AMC) and the International Financial 
Facility for Immunisation (IFF), among others. Existing mechanisms rely 
heavily on “earmarking” towards specific ends. The feasibility of a more 
general development-oriented levy mechanism, one more in line with a 
needs-oriented international aid system, needs to be tested. 


Governing the aid system globally 


A coherent aid system centred on putting recipients in the driver's seat 
would need to be matched and facilitated by upgrading coordination and 
accountability at the international level. There is a need, too, for a global 
process for setting standards, monitoring progress, and learning from ex- 
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perience that would be broader than that possible under OECD. A larger 
set of contributor and recipient countries, meeting on a more politically 
symmetric partnership basis, can build upon the achievements of the pro- 
cess launched pursuant to the principles set out in the Paris Declaration. 
The Development Cooperation Forum launched by the United Nations 
Economic and Social Council in 2007 has the potential to serve as the kind 
of venue in which DAC and non-DAC donors can be brought together 
to promote mutual accountability and aid effectiveness. The Forum has 
the mandate to facilitate cooperation among countries receiving aid, 
multilateral institutions, parliamentarians, local governments and a range 
of civil society and private sector entities. 

Progress in enhancing coherence in the trade, finance and climate 
change regimes will facilitate the progress of efforts to achieve greater 
coherence within the international aid regime. Rebalancing towards a 
focus on “differentiated” responsibilities in the trade system, after decades 
of emphasis on the “common” ones, will allow developing countries to 
reduce their dependence on external finance that is often necessitated by a 
too abrupt international integration. This kind of problem was already well 
known at the time of, and addressed in, the Marshall Plan (see box III.1; 
and Reinert, 2005). Ensuring that the international aid system provides 
long-term development finance and the policy space needed by countries to 
progressively improve their domestic resource mobilization is certainly the 
best way to mark out a path towards the most robust country ownership. In 
addition, it offers the best insurance against aid volatility. 

Aid has always been perceived as having a catalytic role in development. 
It is considered to be time-bound and only supplementary to much larger 
flows arising from domestic resource mobilization and foreign investment. 
Nevertheless, a giant step in upgrading the aid system could be achieved by 
aligning all aid with national development strategies. It is an approach that 
has already been generally agreed upon in principle and has been shown to 
be feasible in pilot situations. Even if this approach gives rise to a host of 
implementation issues, it is without a doubt preferable to the alternative— 
the current disorganized, bureaucratized and politics-dependent aid 
system which still struggles to prove its effectiveness in promoting poverty 
reduction and development. 

The next chapter presents suggestions on how to establish a more 
sustainable and development-friendly global financial regime, one that 
would be capable of facilitating the flows of financing needed to actualize 
the trust fund concept presented above. 
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NOTES 


1 


The Development Assistance Committee is the principal OECD body dealing with 
issues related to cooperation with developing countries. The DAC donor countries 
are Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, 
Greece, Ireland, Italy, Japan, Luxembourg, the Netherlands, New Zealand, Norway, 
Portugal, the Republic of Korea (a member since 1 January 2010), Spain, Sweden, 
Switzerland, the United Kingdom of Great Britain and Northern Ireland, the 
United States of America and the Commission of the European Union. Non-DAC 
donors reporting aid to DAC are Taiwan Province of China, the Czech Republic, 
Estonia, Hungary, Iceland, Israel, Kuwait, Latvia, Liechtenstein, Lithuania, Poland, 
the Republic of Korea (prior to 2010), Saudi Arabia, Slovakia, Slovenia, Thailand, 
Turkey and the United Arab Emirates. 

World Council of Churches (1958), “Minutes and reports of the eleventh meeting 
of the Central Committee of the World Council of Churches: Nyborg Strand, 
Denmark, August 21-29, 1958” (Geneva), appendix XIV, pp. 124-125. 

See, for instance, Clemens and Moss (2005) for a recounting of the origins of the 
0.7 per cent target. 

Volatility is measured as the coefficient of variation against a long-term trend. 

In economics, a deadweight loss is a loss of economic efficiency. In the present case, 
the efficiency loss is associated with the unpredictability of aid flows. 

Other studies, using different methods, arrive at larger estimates, in the order of 
$850 billion-$1.0 trillion per year (see Kar and Cartwright-Smith, 2008). 

See FCCC/CP/2009/11/Add.1, decision 2/CP.15. 

United Nations, Treaty Series, vol. 1771, No. 30822. 


Chapter IV 
Retooling global trade 


MARIANGELA LACOURT-PARRA, MANUEL F. MONTES AND Ros Vos 


Export-led growth emerged as a pillar of development strategies in the last 
three decades. The progressive reduction of tariff and non-tariff barriers 
to trade between countries has been instrumental in generating a five- 
fold expansion of the volume of world exports since 1980. Paradoxically, 
economic growth in most developing countries has not matched the 
rates of economic progress achieved in the decades following the Second 
World War when many followed import-substitution strategies. Notably, 
exceptions to this pattern—China and the newly industrializing countries 
in East Asia—have systematically followed a pragmatic approach that 
combines gradual exposure to external markets with effective collaboration 
between the private and the public sector in order to build dynamic long- 
term competitiveness. Their experiences suggest that neither protectionism 
nor abrupt liberalization is the best strategy to achieve high and sustained 
rates of economic growth. 

A significant portion of the measured rise in trade volumes is accounted 
for by increasing trade in intermediate goods (World Trade Organization, 
2009a), in line with the worldwide trend towards delivering goods and 
services through global value chains (GVCs). Inside global chains, however, 
unfinished goods cross borders several times during the assembly process. 
Since each border crossing of a product (intermediate or final) is recorded 
as an international transaction, the same product gets counted more than 
once in international trade statistics, thereby inflating the recorded volume. 

Capital account and trade liberalization were promoted as part of market- 
oriented reforms in developing countries in the 1980s and 1990s. Capital 
account opening constrained countries’ use of exchange rates to promote 
trade competitiveness as exchange rates became increasingly determined by 
volatile capital flows and inflation-related considerations. Trade liberalization, 
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in turn, limited the scope of trade protection and incentives, such as tariffs 
and subsidies, for promoting economic diversification as well as supporting 
domestic activities through business cycles. The proliferation of international 
agreements on subsidies, intellectual property rights, trade-related investment 
measures and services has set further limits to national policy space. 

Traditional instruments of trade policy are also losing relevance in a 
world where trade is increasingly taking place through global value chains 
and transnational corporations engaged in international production. New 
policy approaches will be needed to provide incentives to foreign investors 
if countries are to “buy into” these chains. 

This chapter aims to identify how interactions between the current 
multilateral trade rules and national development policy space can be 
reconfigured to promote a fairer trading system, one more congruent with 
development objectives. 


THE RECENT CRISIS AND TRADE 


The global recession of 2008-2009 has been the deepest and most disruptive 
in the last quarter-century. What started as a crisis in financial markets 
in major economies quickly spread to the rest of the world, through the 
international financial system to other developed economies and mainly 
through trade channels to developing countries. World trade entered into a 
free fall in the last quarter of 2008, lasting until the second quarter of 2009. 

Exporters from Asia were among those most affected by the drop in 
global aggregate demand, associated mainly with the decline in imports 
from developed countries (United Nations, 2010). The sharp decline and 
recovery of Asian exports reflect the impact of the value chain-dominated 
production structure, where changes in orders and inventories are 
transmitted rapidly from one market to another (Escaith, 2009). As much 
of export production depends on suppliers of intermediate inputs, many of 
which are also located in Asia, the demand shock triggered in developed 
economies spread out quickly, but with a strong regional concentration, 
through abrupt declines in orders inside the global value chains. 

The seizing up of world financial markets has also negatively affected 
trade volumes through higher spreads on developing-country debt and 
reduced availability of trade credits. Commodity prices collapsed. Oil and 
metal prices were the most affected, dropping by about 70-80 per cent from 
their peak levels reached in 2008. Although a recovery from these trends 
began in the first quarter of 2009, the close link between commodity prices 
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and financial markets, including through the United States dollar exchange 
rate, suggests the presence of highly volatile prices in the near future (United 
Nations, 2010b). 

The magnitude of the crisis, and the fact that it originated in and first 
affected the advanced industrialized economies, led to policy responses— 
including financial sector bail-outs, wage subsidies, cheap credits and direct 
interventions to rescue industries—that have affected trade competitiveness. 
Notably, the responses in rich countries relied more on subsidies, while 
poor countries used mainly duties to restrict imports (Gamberoni and 
Newfarmer, 2009). Besides other traditional trade policies (such as anti- 
dumping measures), many fiscal and financial packages have included 
elements—like direct support from the government to industries, bail-outs, 
subsidies and actions associated to “buy/lend/invest/hire” locally—that 
favour the consumption of domestic goods and services. 

These measures have broken the pattern imposed by the market discipline 
and laissez-faire hegemony that dominated the economic thinking in the 
last quarter-century. As discussed below, these crisis responses have brought 
back to the centre of the debate the role of policy space in mitigating the 
effects of economic downturns. 

Data for 2008 show that the use of trade remedies increased significantly. 
The World Trade Organization Secretariat reported a 28 per cent increase 
in anti-dumping investigations in 2008 compared with 2007. The measures 
taken can be characterized as exemplifying “low-intensity” trade protection- 
ism in contrast with the “beggar thy neighbour” measures of the 1930s 
(Drache, 2010). During the interwar years, governments had responded 
to the recession by introducing high and escalating tariffs on imports, 
competitive currency devaluations and discriminatory trading blocs which 
paralysed international trade flows almost entirely. This prolonged the global 
recession and fed into trade conflicts among countries, adding to the factors 
that built up to the Second World War. This experience led international 
leaders to conclude that economic cooperation was the only way to achieve 
peace and prosperity, at home and abroad. This awareness led in 1947 to the 
signing of the General Agreement on Tariffs and Trade (GATT) which was 
succeeded by the World Trade Organization in 1994. 


Changing global production and trade 


Current account liberalization triggered an important expansion in global 
trade flows. Global exports of goods and services grew at a real average rate 
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of 6.3 per cent from 1980 to 2008, while gross domestic product (GDP) 
growth averaged 2.9 per cent during the same period (see figure IV.1). 

Developing countries played an important role in the expansion of 
trade. As shown in figure IV.2, although developed economies continue 
to dominate world markets, developing countries expanded their market 
shares, especially in low- and high-technology manufactures, which both 
reached about 40 per cent of global exports by 2005-2008. The developing- 
country share in global exports of primary commodities had decreased from 
an average of 50 per cent during the period 1976-1979 to 40 per cent during 
the period 1985-1999. During the 2000s, however, this share increased again 
to about 45 per cent. Trends in terms of trade that had showed declining 
prices for primary commodities relative to those for manufactures in the 
1980s and 1990s were reversed in the 2000s and this influenced trade shares 
(Ocampo and Parra-Lancourt, 2010). 

The share of primary commodities in total non-fuel exports from deve- 
loping countries also declined from more than 50 per cent around 1980 to less 
than 30 per cent in the 2000s. Developing countries as a group also managed 
to substantially increase their share of exports of high-tech manufactures, 
which reached 25 per cent of their total exports during the 2000s (figure IV.3). 


Figure IV.1 
GDP/breakdown at constant 2005 prices in US Dollars (all regions) 
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Source: UN/DESA estimates, based on United Nations National Accounts Main Aggregates Database. 
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Figure IV.2 
Share of exports of developing countries, by technology content, in world trade, 1976-2008 
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Source: UN/DESA calculations, based on UN Comtrade. 
Note: For methodology, see United Nations (2006b, chap. Ill, appendix). 


However, traditional export patterns continue to prevail in regions where 
export growth was not rooted in dynamic structural transformation. In 
South America, for example, the share of primary commodities and natural 
resource-based manufactures in total non-fuel exports even increased 
slightly in the period from the 1990s to the 2000s, reflecting the incentives 
that the laissez-faire trading system provides towards maintaining static 
comparative advantages (see figure IV.4A). A similar, although more 
dramatic pattern can be observed in sub-Saharan Africa (see figure IV.4B). 

As illustrated in Ocampo and Vos (2008), the increase in exports of high- 
tech manufactures has been highly concentrated, partly as result of the so- 
called flying-geese pattern in East Asia, which had entailed the diffusion 
to other Asian countries of the more labour-intensive components of 
production from Japan that were destined for other industrialized countries 
(Memis and Montes, 2006). The opening of China to the world economy 
was the next manifestation of this pattern in which production is transferred 
to neighbouring countries with lower real wages (Memis, 2009). Other 
emerging economies, like Mexico and small countries in Central America 
and the Caribbean, came to play a role in assembly (maquila) industries and 
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Figure IV.3 
Exports of developing countries, by technological intensity, 
as a share of their total non-fuel exports, 1976-2008 
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Source: UN/DESA calculations, based on UN Comtrade. 
Note: For methodology, see United Nations (2006b, chap. Ill, appendix). 


other mostly low- and medium-tech industries, following duty-free market 
access granted by the United States of America (see figure IV.5). 

This increase in developing countries’ participation in exports of 
manufactures can be explained to a large extent by the increased dominance 
of transnational corporations and global value or supply chains. Today, 
there are some 82,000 transnational corporations worldwide, with 810,000 
foreign affiliates. These companies play a major and growing role in the 
world economy. For example, exports by foreign affiliates of transnational 
corporations are estimated to account for about one third of total world 
exports of goods and services, and the number of people employed by 
transnational corporations worldwide totalled about 77 million in 2008 
(United Nations Conference on Trade and Development, 2009a). 

However, the internationalization of production goes beyond the expan- 
sion of transnational corporations. In effect, over the past 40 years, the 
world has seen an accelerated geographical fragmentation of components 
production processes within networks of firms connected through contractual 
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Figure IV.4 
Share of exports, by technology content of commodities, in total non-fuel exports, 
South America and sub-Saharan Africa, excluding Nigeria and South Africa, 1980-2008 
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Note: For methodology, see United Nations (2006b, chap. Ill, appendix). 
a This figure excludes Nigeria and South Africa because of their size and distinct productive 
structure, as compared to the rest of the region. 


or informal arrangements forming global value or supply chains (GVCs). This 
shift coincided with the increasing importance of branding in the markets of 
industrialized economies and with the pursuit of low-cost labour by private 
companies seeking to maximize the value of their shares in highly speculative 
financial markets. Nowadays, specific industrial operations, from the 
conception stage to the assembly of final products, are no longer undertaken 
by a single establishment but are increasingly outsourced within these global 
value chains, which has resulted in what is known as “trade in tasks”. 

Two main types of value chain systems have emerged: one demand- 
driven and the other supply-driven. In the first type, retailers in advanced 
countries in sectors like textiles and other consumption goods focus only 
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Figure IV.5 
Selected regional patterns of exports, by technological intensity, 1980-2008 
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on coordination and distribution. They delegate production to outside 
firms, exploiting the opportunity to maximize their profits by fostering 
competition among external suppliers. In the second system, companies 
distribute their production processes, optimizing costs by producing and 
assembling different parts of a product in different countries. Both systems 
profit from the advances in information and communications technology 
and from the simultaneous formation of productive clusters, initially in East 
Asian countries and, more recently, in other developing-country regions. 

Evaluating the share of intermediate goods and services in total exports is 
not an easy task. The most recent estimates of the World Trade Organization 
(2009a) suggest a share of intermediate manufactured products in non- 
fuel world trade of about 40 per cent in 2008. A study combining trade 
statistics and input-output tables produced estimates of the shares of trade 
in intermediates in trade in goods of about 56.2 per cent and in trade in 
services of about 73.2 per cent for Organization for Economic Cooperation 
and Development (OECD) countries in 2006 (Miroudot, Lanz and 
Ragoussis, 2009). According to the study, trade in intermediates represented 
more than half of total trade in every region in 2006. 

Another factor behind the observed expansion of world trade (ninefold 
in nominal terms) has been the increase in international outsourcing and 
offshoring of services. As in the case of trade in goods mentioned above, this 
was facilitated by radical innovations in communications technology. These 
innovations have allowed companies to transfer their customer services to 
other locations where technicians speak English and other relevant inter- 
national languages but where salaries are lower. As observed in figure IV.6, 
trade in services rose from $500 million in the 1980s to an average of $2.5 
billion in the 2000s. The participation of developing countries in global 
services trade rose from 19 to 24 per cent during the same period. 

As table IV.1 shows, financial services, services that entail the receipt of 
royalties and licence fees, communications, and computer and information 
services, collectively comprised almost 20 per cent of total services exported 
in the period 2005-2007, with countries like India profiting from this new 
development. 

In summary, trade patterns have moved from country specialization 
in terms of goods (manufactures for the North; primary commodities for 
the South) to intra-firm/network specialization in terms of tasks, with the 
South gaining considerable advantage in the production of manufactures. 

Despite these important changes in trade specialization patterns and 
production processes, however, much of the attention, when developing- 
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Table IV.1: Global services exports by sector, as a percentage of total, 1980-2007 


1980-85 | 1985-90 | 1990-95 /1995-2000| 2000-05 | 2005-07 
Transport 34.9 30.2 26.5 24.1 225 23.0 
Travel 28.5 33. 33.6 32.8 29.9 26.9 
Other services 36.6 36.6 39.9 43.2 475 50.1 
Other business 277 23.4 24.3 23.6 24.2 24.8 
services 
Financial services 1.1 3. 3.9 5.0 6.3 7.7 
Royalties, license fees 29 3 4.1 4.8 53 5:3. 
Computer and 0.0 0.3 0.6 1.6 3.8 44 
information 
Communications 0.7 14 5 21 23 24 
Construction 2.2 2.0 24 29 2.0 2.2 
nsurance 1.9 28 2.5 2.0 24 2.2 
Personal, cultural, 0.1 0.5 0.7 1.1 14 12 
recreat 
Source: UNCTAD Handbook of Statistics 2009, online access, March 15, 2010. 


country interests are addressed in trade negotiations, remains focused on 
gaining market access for agricultural products, as discussed further below. 

Although many developing countries, especially the poorest among them, 
still depend on exporting primary commodities (see figure IV.7), a narrow 
focus in trade negotiations on market access for primary products might be 
costly for long-term development. In the present context of the negotiations, 
it would imply giving up substantial policy space for promoting industrial 
diversification, needed to generate dynamic gains from trade, in exchange 
for greater market access based on existing static comparative advantages. 
For many of the low-income countries, the latter would reinforce reliance 
on traditional exports and a weaker impetus towards effecting the structural 
change needed for dynamic productivity growth. 


THE MULTILATERAL TRADING SYSTEM AND ECONOMIC DEVELOPMENT 


Reconciling national development strategies with multilateral trade rules 


When a government joins with other governments in complying with 
certain rules, it has the objective of securing benefits (often referred to 
as international public goods) that are not to be had when market forces 
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Figure IV.6 
Total exports of services, developed and developing economies, 1980-2008 
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operate unimpeded (Toye, 2010). Multilateral trade rules help to limit the 
discriminatory or exploitative trade behaviour of economically powerful 
nations. Ex ante, the expectation is that limiting national sovereignty by 
accepting some self-imposed constraints on and limits to policy space will 
increase total national welfare. 

Given the differences in the level of national development among members 
of the GATT, there has been an ongoing internal conflict regarding how to 
deal with developing countries’ aspirations of secure development policy 
space within a multilateral trading system that upholds non-discrimination 
as a core principle. This has been evidenced by the fact that the rules had to 
be modified several times over the years to handle development issues (Laird, 
2007). The original GATT was conceived not as a development institution, but 
as part of the International Trade Organization (ITO) to be established under 
the Havana Charter for an International Trade Organization, signed on 24 
March 1948. After the effort to bring about the ratification of the International 
Trade Organization Charter failed, it became necessary to amend the GATT 
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Figure IV.7 
Continued reliance of least developed countries on exports of primary products, 1980-2008 
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by introducing special provisions for dealing with development issues. In 
1955, for example, developing countries were granted special treatment in 
the GATT, which allowed them, contrary to normal GATT rules, to protect 
particular industries and to plead balance-of-payments-related justification 
for adding to quantitative restrictions on trade. 

Part IV of the GATT, introduced in 1964, did recognize the special 
needs of developing countries within the trading system, but much of the 
language was couched in terms of “best endeavours”. The Enabling Clause 
of 1979, officially called the Decision on Differential and More Favourable 
Treatment, Reciprocity and Fuller Participation of Developing Countries 
(decision of 28 November 1979 (L/4903)), provided legal cover for the 
Generalized System of Preferences (GSP), for regional arrangements 
among developing countries, and for special treatment in favour of the 
least developed countries. As a result of these modifications to the GATT 
rules, there was little pressure put on the developing countries to make 
burdensome commitments, but this changed with the Uruguay Round. 
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The Uruguay Round 


Developing countries participated actively in the Uruguay Round, partly 
because of the pressure from developed countries, partly because of their own 
reforms, and partly because of some disillusionment regarding the value of 
special and differentiated treatment (S&D). The bargain behind the creation 
of the World Trade Organization was that developed countries would allow 
agriculture to be subject to trade disciplines and would dismantle the quota 
system on textiles and clothing (two areas in which developing countries are 
thought to enjoy a comparative advantage) in exchange for some important 
concessions regarding opening of markets and the acceptance of a wide 
range of concrete obligations (Laird, 2007). The treatment of agriculture by 
developed countries continues to be the subject of negotiations, previous 
promises not having been followed by their concrete realization. 

The first of these obligations was the severe curtailment of subsidies 
for local industries, under the World Trade Organization Agreement on 
Subsidies and Countervailing Measures (World Trade Organization, 1994). 
Article 8 of the Agreement defined certain specific subsidies as non- 
actionable (that is, non liable to a lawsuit) (United Nations Conference 
on Trade and Development, 2006). Subsidies extended to research 
fell in this category, as did subsidies provided in the pursuit of regional 
or environmental objectives. The subsidies permitted for research and 
development (R&D) included the financing of venture capital funds and the 
transfer to the private sector of technologies and innovations developed in 
government research laboratories. Also included in this category was public 
procurement policy in support of the proliferation of domestically defined 
standards for particular technologies. Moreover, activities in support of a 
shift in economic activity to new products or the use of new technologies 
could be subsidized as long as they were in the pre-competitive phase (that 
is, before they resulted in the production of goods that were exported or 
subject to significant import competition). 

However, it is important to note that the provision that classified 
those subsidies as non-actionable had come up for review in 2000, when 
no agreement over its extension could be reached. Thus, the subsidies 
concerned became actionable. The Fourth Ministerial Conference of the 
World Trade Organization, held in Doha from 9 to 14 November 2001, 
revisited this issue along with the proposal of some countries to allow 
certain subsidies for development.' In practice, this has meant that these 
subsidies are tacitly allowed, with neither developed nor developing 
countries challenging them. 
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Probably the most serious drawback of the Agreement on Subsidies 
and Countervailing Measures for development is that it prohibits 
making subsidies conditional on export performance. In other words, 
the Agreement withdraws a major monitoring standard that outward- 
oriented sectoral strategies in East Asia utilized successfully to ensure that 
support was given only to those enterprises that were able to compete in 
international markets. It is still possible to establish other performance 
standards under a reciprocal control mechanism (such as the percentage 
of technology personnel employed, the percentage of sales contributed by 
new products and the allocation of retained earnings); but none of these 
alternatives enable a performance-based incentive policy that directly 
relates to international competitiveness and minimizes the risk of abuse 
and rent-seeking. 

In any case, it is clear that fiscal cost is a major constraint on many 
developing countries’ use of such subsidies. In addition, although a flexible 
tariff policy is still possible for many developing countries, this potential 
has remained largely unexploited. Further, additional constraints on flexible 
tariff policies potentially resulting from the Doha Round negotiations on 
agricultural and non-agricultural market access could reduce policy space 
in the future. 

As the World Trade Organization system has the ability to restrict 
discriminatory policies of large market economies, non-members seek 
accession even under the costly conditions imposed by existing members. 
Additionally, the World Trade Organization has a dispute resolution 
process which constitutes the only effective international economic 
enforcement mechanism. This has stimulated the expansion of the World 
Trade Organizations purview to include the so-called trade-related areas, 
namely, investment, property rights and services. 

The second obligation developing countries accepted came into effect 
through the Agreement on Trade-Related Investment Measures (TRIMS), 
(World Trade Organization, 1994). This Agreement limits regulations on 
foreign investment, such as local-content requirements, technology transfer 
and local employment requirements (critical in efforts to improve linkages 
to the local economy), and makes it difficult to link investment support to 
export-related disciplines aimed at withdrawing support from producers 
that do not achieve international competitiveness within a predefined 
period of time. Nonetheless, foreign direct investment (FDI) regulating 
measures that do not violate national treatment? or impose quantitative 
restrictions continue to be consistent with World Trade Organization rules. 
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The third concession was reflected in the Agreement on Trade-Related 
Aspects of Intellectual Property Rights (TRIPS) (World Trade Organization, 
1994), which established restrictions on the use of intellectual property. 
The Agreement reduced developing countries’ ability to develop domestic 
technological capabilities, as they can no longer profit from freely copying 
and replicating technologies from abroad, a privilege (reverse engineering) 
that all developed countries and others had profited from successfully in 
earlier periods. In practice, the Agreement poses serious challenges in the 
areas of public health (Dommen and Kamoltrakul, 2004 and Ford and 
others, 2004)) and climate change policies. Yet, the TRIPS Agreement does 
allow some flexibility through the mechanisms of compulsory licensing and 
parallel imports. 

Last, but not least, there is the General Agreement on Trade in Services 
(World Trade Organization, 1994), through which World Trade Organization 
rules (the most- favoured-nation and national treatment principles), 
applicable only to trade in products, were extended to trade in services— 
encompassing a variety of areas ranging from banking, education and 
rubbish collection, to tourism, health delivery, water supply and sanitation. 
Inasmuch as the General Agreement on Trade in Services covers the case of 
companies that establish themselves in a foreign country to provide services 
there, it is also an investment agreement (Wade, 2005). In that sense, it 
restricts the scope for competition policies for FDI coming under Mode 3 
(so-called commercial presence) in each subsector listed by a nation in its 
commitments under the General Agreement on Trade in Services. 

Although the General Agreement on Trade in Services permits a 
considerable range of exemptions, since governments can specify limitations 
on some of the commitments in particular sectors, such reservations must 
be signalled at the beginning, because it is difficult from a legal point of 
view for governments to introduce them later. Because of the complexity of 
regulatory needs in many services, developing countries are at a disadvantage 
in identifying what limitations should be included in advance. 

As a result of the introduction of this substantial new agenda, the 
multilateral trading system has become more restrictive at the same time 
that its influence over national policies has expanded. The World Trade 
Organization requires countries to change existing domestic laws that 
conflict with their membership obligations,* while the Trade Policy Review 
Mechanism requires members to give regular public accounts of the state 
of their compliance with those obligations; the World Trade Organization 
has also strengthened its dispute settlement mechanism. These institutional 


88 e Retooling Global Development and Governance 


innovations, taken together, have had two general effects. They have made 
considerable inroads on what, before the coming into force of the Uruguay 
Round agreements, were traditionally matters of domestic governance; and 
they have further “judicialized” the process of trade cooperation. This has 
given rise to the temptation to use the World Trade Organization as a forum 
for consideration of other global issues, like climate change, that could be 
used to justify protectionism, as explored below. 

In various instances, provisions were added to particular World Trade 
Organization agreements that meant that developed countries, in their 
application of the terms of those agreements, would have to take special 
account of the needs of developing countries. Nevertheless, the cost 
and administrative difficulties faced by the latter in implementing their 
commitments were greater than anticipated, while many of the gains 
promised by the developed countries did not materialize. 


The Doha Round 


The Doha Round was launched in 2001 with the express intention of 
establishing more development-oriented multilateral trading rules. In the 
Doha Ministerial Declaration of the Fourth Ministerial Conference of the 
World Trade Organization, the determination was expressed to place the 
needs and interests of developing countries at the heart of the Doha Work 
Programme.’ Positive efforts were to be made “to ensure that developing 
countries, and especially the least developed among them, secure a share in 
the growth of world trade commensurate with the needs of their economic 
development”. 

The Hong Kong Ministerial Declaration, adopted on 18 December 2005 
(World Trade Organization, 2005), included a limited package for the 
least developed countries, comprising five specific proposals (annex F). 
The Ministerial Declaration also expressed its support for developments 
regarding the TRIPS Agreement and public health, the extension of the 
TRIPS Agreement transition period for least developed countries, and 
an enhanced Integrated Framework (EIF).° Regarding trade in services, 
it was decided (para. 26) that the least developed countries would not be 
expected to undertake new commitments (this paralleling the wording of 
the draft text on non-agricultural market access), while there was a “best 
endeavours” agreement to give priority to the sectors and modes of supply 
of export interest to least developed countries, particularly under Mode 4 
(temporary movement of labour, para. 47). 
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To no effect, Leaders from the Group of Twenty (G-20) have repeatedly 
called for greater progress on the Doha Round. They see completion 
of the Round as an integral part of the concerted efforts towards benign 
rebalancing of the global economy. However, the additional progress urged 
has not materialized. There is still an important gap in terms of providing 
developing countries, especially the least developed among them, with duty- 
free and quota-free market access for their products. Most of the progress in 
this area has been due to the elimination of tariffs through most-favoured 
nation agreements (see United Nations, 2009c, pp. 27-28; and box IV.1). 
Agricultural subsidies in advanced countries remain high and continue to 
reduce income opportunities for farmers in developing countries. 


Box IV.1: The least developed countries in WTO 


There have been notable improvements in market access for least developed coun- 
tries. Twenty-eight World Trade Organization (WTO) members have pledged expanded 
market access. Many of them have actually agreed to drop all barriers and provide 
“duty-free and quota-free” treatment to all least developed country exports. They there- 
by join a number of other countries that already provide open markets. The average 
non-weighted tariff applied by major trading partners to exports of least developed 
countries fell from 10.6 per cent in 1997 to 6 per cent in the first quarter of 2001. 


Technical assistance to enable least developed countries to make the most of their 
rights and perform based on their obligations under World Trade Organization Agree- 
ments is also being provided. For instance, under the Joint Initiative on Technical Co- 
operation for Least Developed Countries, launched by the World Intellectual Property 
Organization (WIPO) and the WTO, assistance is being offered to enable these coun- 
tries to bring their intellectual property system up to standard while fully utilizing WTO 
flexibilities. Members of the WTO are currently looking at means to assist least devel- 
oped countries in the process of joining, since least developed countries acceding to 
the WTO have to learn how it works. They also need to draft domestic laws that comply 
with WTO rules, to establish mechanisms for enforcing those rules, and to negotiate 
with existing members suitable conditions for entry into the WTO. 


Finally, the WTO provides a forum where least developed countries can and do raise 
particular issues relating to food safety and quality standards; indeed, least developed 
countries may find it difficult to ensure that their exports comply with developed 
countries’ sanitary standards. In this regard, World Trade Organization Agreements limit 
importing countries’ capacity to impose arbitrary requirements on exports of least de- 
veloped countries, and encourage the use of internationally developed standards. 


Source: World Trade Organization (2001b). 
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However, even ifthe limitations introduced by the multilateral framework 
and its application at the national level are overcome, this does not imply 
that developing countries will automatically be able to reap much higher 
gains from trade. Historical evidence indicates that for this to happen it is 
essential for countries to have built up adequate production and trading 
capacities so that trade can be an engine for growth. Aid for Trade, as well 
as space for implementation of industrial and productive policies, is key in 
this respect. 


Aid for Trade 


The Aid for Trade initiative (AfT) recognizes that the trading and production 
capacity of developing countries, especially the poorest ones, needs to 
be strengthened. The case made for Aid for Trade is based generally on 
the belief that while trade can be a tool for development, countries need 
infrastructure, institutions, technical capacity and investment in order to 
take advantage of the market access-related concessions that they have 
obtained under the World Trade Organization (Page, 2007). To some extent, 
the debate presents a challenge to the call for “Trade, not aid”, through 
recognition of the fact that there is a need for assistance to developing 
countries so as to enable them to expand and diversify their trade in a 
manner that deepens the development impact. Put another way: aid can 
help develop trade, to the point where trade eventually replaces aid. 

As table IV.2 shows, lower middle-income countries and low-income 
countries that are not least developed countries have together received the 
highest share of Aid for Trade-related funds over the period 2002-2010. 
Least developed countries have received the lowest level of trade-related 
assistance spending relative to total aid among the large aid recipients. These 
figures are a cause for concern as least developed countries and African 
countries are among the most likely to need support for strengthening of 
their trading and productive capacities. 

The benefits of an Aid for Trade programme can be categorized first 
in terms of assistance to help developing countries generate supply-side 
responses, as removal of tariffs on agricultural products in the developed 
world, for example, might not trigger a strong export response given the 
large shares of small-scale farming and a general lack of infrastructure 
(Laird, 2007). Furthermore, developed countries are increasingly tightening 
import restrictions through the application of (sanitary and phyto-sanitary) 
standards, with which poor countries are often unable to comply. Second, 
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Table IV.2: 
Destination of Aid for Trade commitments to countries, by income group, 2002-2010 


Other Lower Upper 

Least low- middle middle Unallocated | Total Aid 

developed | income | income | income | MADCT | byincome | for Trade 

Percentage USS million 
2002 22.23 8.42 45.96 8.73 0.09 4.56 15,971 
2003 30.11 3.40 43.68 719 0.01 5.62 17,497 
2004 25.00 4.53 52.91 3.68 0.01 3.88 23,785 
2005 30.90 4.26 40.79 10.11 0.01 3.92 23,131 
2006 27.72 2.56 44.79 5.07 0.01 9.85 23,903 
2007 33.75 8.57 34.30 6.25 0.01 7.13 28,119 
2008 29.08 4.01 43.52 6.64 0.00 6.74 39,565 
2009 32.50 8.73 33.93 5.23 0.00 9.61 39,538 
2010 33.21 6.91 35.79 733 0.00 6.76 44,770 

Source: OECD/DAC CRS Database. 


assistance may be provided for microtrade adjustment, designed to help 
developing countries cope with undesirable outcomes in particular industries 
due to the factor redeployment effects of trade liberalization. Macro 
adjustment assistance could include compensation for preference erosion 
and lost tariff revenue; compensation for the latter could play a substantial 
role in repairing the loss of fiscal space of small developing countries. 
Despite general agreement that these are important issues for all 
developing countries, there is no consensus on the relative importance 
of what is essentially infrastructure development assistance—both hard 
and soft—and support for responding to adverse external shocks. Equally 
important, there is no defined mechanism for the collection, allocation and 
disbursement of Aid for Trade funds. When this was a subject of negotiations, 
there was pressure to define a new structure for trade aid, one that was 
outside normal aid mechanisms and parallel to the structures created to deal 
with other international concerns such as health and the environment. For 
the purpose of sidestepping the necessity of securing developing countries’ 
support within the framework of the trade agreement being negotiated, Aid 
for Trade has been absorbed into normal country aid programmes. 
Although there may be increased funding for trade-related purposes, it 
will be difficult to ensure that the actual use of funds is in accord with the 
objective of expanding global trade or is aligned with national trade and 
development priorities. This can be explained, first, by the fact that, given its 
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distinct area of influence, the World Trade Organization as an organization 
is not inclined to challenge traditional aid agencies. Second, aid agencies 
are generally reluctant to subject their allocation or mechanisms to external 
criteria. Finally, Aid for Trade had been carved out of the trade negotiations 
with the effect that developing countries lost the ability to have a direct 
influence on deciding modalities. Inevitably, the question also arises to what 
extent Aid for Trade would be additional to existing aid commitments or 
merely a re-categorization’ of existing funding directed towards trade and 
related activities, which, in some countries, could well be of lower priority 
in terms of development. 


Policy space and regional trade agreements 


Under the World Trade Organization’s multilateral framework, countries 
can still use certain types of subsidies and flexible tariffs policies, particularly 
FDI regulating measures and flexible compulsory licensing. However, the 
rise of bilateral and regional trade agreements has the effect of restricting 
some of these flexibilities and, in fact, eroding the policy space available to 
developing countries (Haque, 2007). 

Slow progress in the Doha negotiations combined with their bilateral 
negotiating advantage has spurred developed countries, in particular, to 
aggressively pursue bilateral and regional trade agreements. Indeed, the 
surge in regional trade agreements (RTAs), bilateral free trade agreements 
(FTAs) and, more recently, economic partnership agreements (EPAs), 
has continued unabated since the early 1990s, with 271 regional trade 
agreements in force in March 2010. 

Economic partnership agreements, regional trade agreements and free 
trade agreements are drawn up overwhelmingly by parties of vastly different 
trade capacities.? What motivates the establishment of those agreements 
is the promise of preferential treatment. They seem, in fact, to generate a 
domino effect: non-members are tempted to join existing North-South 
preferential agreements so as not to lose out on access to sizeable export 
markets and sources of FDI (Baldwin, 1997). Hence, while to engage in 
international commitments may be a “sovereign” decision, there is often 
little alternative. 

The issue is whether there is a net benefit accruing to developing 
countries from bilateral or regional North-South agreements. In many 
cases, industrialized countries have succeeded through these agreements 
in extracting the compliance of developing countries in areas where they 
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failed to secure consent in the World Trade Organization. In effect, many 
regional trade agreements impose binding obligations on the contracting 
parties with regard to investment liberalization and protection, as well as 
competition policy and government procurement (the so-called Singapore 
issues or “WTO plus”), thus expanding the rights and access of foreign firms 
and their products in developing-country markets, and further curbing or 
prohibiting government policies that encourage or favour local firms and 
the domestic economy (Shadlen, 2005)." 

Additionally, many North-South bilateral free trade agreements and 
bilateral investment treaties (BITs) have provisions requiring all transfers 
relating to investment from the other party (including contributions to 
capital, profits, dividends, capital gains, interest and loan repayment) to be 
allowed without delay into and out of a country’s territory, which severely 
limits the capacity to regulate capital flows and impose capital controls. 

In summary, resolving the conflict between economic development and 
the principle of non-discrimination in the trading system has been difficult. 
However, some progress has been made in terms of more policy space given 
to the least developed countries, specifically in terms of longer adjustment 
periods (see also box IV.1). On the other hand, low-income countries that 
are not least developed countries, as well as many middle-income countries, 
have seen their options constrained by their acceptance of World Trade 
Organization terms and limitations emerging from other policy areas, 
such as those encompassing bilateral trade agreements and other measures 
discussed below. 

In practice, the international system has placed great value on the rapid 
convergence of developing countries’ trade policies with those of developed 
countries. In fact, through regional and bilateral agreements, many 
developing countries have even agreed to assume obligations that extend 
beyond those imposed by membership in the World Trade Organization, 
through bilateral commitments on tariff levels, for example. This is 
explained by the fact that poorer countries typically have limited fiscal 
resources, which constrains their capacity to support large-scale enterprise 
and sectoral economic development programmes. Moreover, the volatility 
of private capital flows has made exchange-rate management in support of 
international competitiveness difficult. 

These limitations to national policy space have been compounded 
by changing global trade patterns. Together with the revolutions in 
information and communications technology, trade liberalization has 
further stimulated the expansion of trade, which is being driven by the 
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fragmentation of production and the unprecedented growth of global 
value chains. In general, countries that had managed early on to jump on 
the global value chains bandwagon, while at the same time strengthening 
linkages with their domestic economies, had better growth performance. 
However, successive iterations in trade negotiations have led to constraints 
on the space available for conducting the policies that create such linkages. 


THE WAY FORWARD 


Although it was evident early on that GATT mechanisms fell short in regard 
to development orientation, and despite several attempts to provide a 
special and differentiated space to developing countries in the World Trade 
Organization, effective implementation of this promise has yet to occur. 
Although the Doha Round has been labelled a “development round’, its 
limitations with respect to providing enough policy space for development 
have been evident, which helps to explain its stalled status. The World Trade 
Organizations single-undertaking approach compounds the difficulties 
of achieving agreement. Special treatment now applies mainly to least 
developed countries even as their market access remains limited. 

Behind these limitations lies policy incoherence in a number of areas 
which are explained below, with a view to suggesting how to retool national 
development efforts. 


Retooling counter-cyclical policies 


Because downturns have proved more costly in terms of unemployment 
and lost opportunities, there is a strong economic case to be made for 
managing aggregate demand and reducing the impact of business cycles 
on investment, employment and incomes. Trade policies, as an important 
complement to monetary, exchange-rate and fiscal policies, were formerly 
used for this purpose. Members of the World Trade Organization have 
an unchallenged right to use contingency measures that are consistent 
with its rules. In fact, protectionism has always been a structural element 
of the free trade system—an institutional safety net in the liberal trading 
order. In effect, trade agreements foresee a range of measures, commonly 
referred to as contingency measures, or safety valves, that countries may 
use to manage adverse circumstances. These rules must strike a balance 
between commitments and flexibility. Too much flexibility may undermine 
the value of commitments, but too little flexibility may render the rules 
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politically unsustainable (World Trade Organization, 2009b). The design 
of contingency measures is frequently a central element of negotiations." 
Such measures include safeguards, dumping and anti-dumping measures, 
subsidies and countervailing duties, as well as others like renegotiation 
of provisions. Developed economies have the advantage of possessing 
the greater fiscal resources needed to offer the kind of business subsidies 
that are still allowed under the World Trade Organization rules to handle 
economic downturns. For developing countries, trade liberalization 
has restricted the range over which tariffs can be applied for counter- 
cyclical policy. 

In response to the current global crisis, countries all over the world 
are using a variety of available means to protect their industries from the 
devastating consequences of a contracting world economy and rising mass 
unemployment (Drache, 2010). As mentioned above, the multilateral 
framework has been instrumental in preventing an escalation of beggar-thy- 
neighbour measures. While it is a comparatively straightforward matter to 
detect the use of contingency measures, it is more difficult to identify trade- 
restrictive measures and subsidies embedded in financial rescue and fiscal 
stimulus packages that might have adverse trade effects (see table IV.3). 


Table IV.3: 
A selected list of modern protection(ist) practices 


Difficult but acceptable Legal but contentious Distorting and controversial 

Stimulus packages Anti-dumping duties Import quotas 

Wage subsidies Countervail duties Customs and barriers 

Packaging/labelling Industrial policy Beggar-thy-neighbour 
tariff walls 

Technology licensing restrictions | Currency devaluation Voluntary export restraints 

Industry rescue packages State aids/subsidies Export bans 

Food/health standards Unilateral Safeguard action 

Bail-outs “Buy local” 


Source: Drache (2010). 


The global recession has uncovered what could be considered a 
coordination problem. A single country’s use of a contingency measure 
within a trade agreement, triggered by unexpected import competition or a 
downturn in its domestic industry, gives the industry the opportunity and 
time to recover. However, such a reprieve will be difficult to procure in the 
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midst of a generalized recession, particularly when all other countries are 
imposing trade contingency measures. The Great Depression of the 1930s 
demonstrated that protectionism in the face of a global crisis can deepen 
and lengthen a crisis. At the same time, the “Great Recession” has shown 
that recourse to the other extreme—free markets and market discipline— 
is not enough to maintain sustainable and stable rates of growth. In this 
regard, these counter-cyclical efforts can be seen as reflecting the search 
for a new and necessary balance between state interventions and market 
efficiency in a demand-constrained world. 


Restoring coherence between trade and development policies 


At a time when developing countries must industrialize to meet their 
development goals even as they strive to achieve climate change-related 
goals, it is difficult to imagine an integrated approach that does not take 
industrial policy seriously. Stronger intellectual property rights and efforts 
to attract FDI are no substitute for sound industrial policies in developing 
countries (United Nations, 2009a). 

As has been documented in the literature’? and discussed in chapter II, 
accelerated rates of growth have generally been accompanied by strategic 
interventions and collaboration between a developmentally oriented state 
and the private sector. The capability-building requirements are both 
direct—to put infant-industry enterprises on a learning curve for mastering 
new technologies without incurring enormous and unpredictable losses; 
and indirect—to ensure that skill, capital, technology and infrastructure 
markets support these efforts. There is also a need to coordinate learning 
across enterprises and activities (Lall, 2005). 

Because what a country produces and exports does indeed matter 
(Rodrik, 2004; Hausmann and Klinger, 2006; United Nations, 2006b) 
industrial policies involving infant-industry protection, export subsidies, 
directed credit schemes and local content rules have proved to be a key 
ingredient of successful development, particularly in East Asia (Memis and 
Montes, 2008). The record of East Asia confirms that the most effective 
subsidies for infant industries have been selective (not across the board), 
temporary (not open-ended) and performance-related (not unconditional). 
One key instrument will be recalibration of the use of subsidies and other 
mechanisms in support of export industries in developing countries, 
so as to ensure that they feature: (a) targeted incentives; (b) regulation; 
(c) coordination of investment decisions; (d) control mechanisms; and 
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(e) environment-friendly characteristics. These elements can be implemented 
through diverse instruments, according to the particular characteristics of 
the sector and country (United Nations, 2009a). 

As discussed in chapter II, economic diversification and structural 
change are critical to self-sustaining poverty reduction; and integrating 
social, labour-market and industrial policies can be an effective approach 
to achieving these goals. How to reorder priorities in industrial policy so as 
to promote social objectives will depend on the country context. In many 
countries, this will require a return to public investment in rural areas 
and agriculture in order to develop the livelihoods of the poor. It will also 
entail supporting the expansion of the domestic production of the goods 
required in the education and health sectors, possibly by taking advantage 
of government procurement policies. Also important will be reviving 
domestic support for export industries offering the best opportunities 
for backward integration instead of promoting industrial policy focused 
implicitly on maquila-type production (Memis and Montes, 2008). For 
example, in Viet Nam, state support in expanding rice and (in the nation’s 
hinterland) coffee production improved household incomes and created 
new export capabilities. 

In the context of implementing a national strategy, the state should 
play the role of facilitator by helping the business sector choose a path 
that achieves an optimal balance between the economy’s deviation from 
comparative advantage and its growth rate (Chang, 2009). If it deviates too 
little, it may be efficient in the short run, but its long-term growth may be 
slowed down, inasmuch as it is not upgrading. On the other hand, too much 
deviation may accelerate industrialization in the short run, but after a point, 
the negative effects of protection (for example, excessive learning costs and 
rent-seeking) may overwhelm the acceleration in productivity growth 
generated by the infant industries, resulting in negative growth overall. 

The changing patterns of trade and production described above have 
important implications for the formulation of trade and industrial policies 
in the context of broader development strategies. The rapid spread of 
information technology, the shrinking of economic distance and the skill 
requirements and institutional needs of new technologies have made the 
competitive environment more demanding (Lall, 2005). The fact that 
minimum entry levels in terms of skill, competence, infrastructure and 
connectivity are higher, creates the need for the provision of support to 
local enterprises for learning. This is even more important in the context of 
global value chains, as discussed below. 
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For a developing country that wishes to export, it is no longer sufficient 
to produce goods efficiently and competitively. In order to actually export, 
developing-country suppliers of labour-intensive products now must 
not only overcome the traditional trade barriers—which remain high for 
certain developing-country exports—but also become part of some trade 
network. Managing to get “picked up on this dance floor” covered by 
the many competitors worldwide is due as much to luck as to productive 
efficiency (Mayer, 2008). 

Based as they were on the low labour cost advantage, the kind of “outward- 
oriented” strategies pursued, for example, by the Republic of Korea and 
Taiwan Province of China at the stage of their early industrialization, would 
not be as feasible or effective or as easy to implement in today’s environment. 
This points to a catch-22-type situation: a developing-country producer 
needs to secure a major sales order to get started in business, at the same 
time that corporate buyers in industrialized countries look for firms with a 
proved track record. 

The relationship between the large international firms and small producers 
in developing countries is fundamentally unequal. The rise of supply chains, 
as drivers of international trade, has resulted in what are basically monopsony 
situations, where foreign buyers more or less dictate the prices that they pay 
to developing-country producers. It is the former that decide where to buy, 
invest and situate industrial activity and that by and large determine the return 
received by a developing-country producer. This is because in industries with 
high sales costs, advertisement expenditures or R&D expenses, large firms 
enjoy a distinct competitive advantage over small producers. 

In such trading networks, there is little commitment on the part of buyers 
to their suppliers, which can be easily replaced by others (Mayer, 2008). 
If a developing-country producer succeeds in joining a trade network, 
there is no assurance that such an arrangement will be durable, as new and 
more attractive sources of supplies are constantly emerging. Thanks to the 
universal appeal of the mantra of export-led growth, simple labour-intensive 
manufacturing has become fiercely competitive, with suppliers struggling 
to contain costs and remain attractive to foreign buyers. Activist policies in 
support of domestic firms in one country are either promptly challenged 
in the World Trade Organization or quickly matched by similar actions 
in other countries. Passive responses to these constraints by countries can 
compel them to join in a race to the bottom, a condition characterized by 
compressed wages, stagnant or falling living standards, and the neglect of 
environmental consequences. 
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Successful cases like Costa Rica, which attracted Intel to its export 
processing zone (EPZ) as a major investor and which helped crowd in 
foreign investments in other sectors, show that prior domestic investments 
in infrastructure and human capital and export subsidy schemes were 
key to dynamizing and diversifying export sectors with strong linkages 
to the domestic economy. In the case of East Asian newly industrializing 
economies, although some level of labour repression was present (and often 
justified for national security reasons), this did not reflect a deliberate policy 
action designed to attract foreign investment (Chowdhury and Islam, 1993). 

The inability of individual countries to avoid being swept up into self- 
defeating competition with others points to a global governance gap in the 
area of oversight mechanisms covering the operations of global value chains 
and transnational corporations. In domestic contexts, by contrast, private 
companies are subject to national laws. There is no legal framework specific 
to intra-GVC relations, including contractual obligations applicable to 
GVC operations. Similarly, there is no international dispute settlement 
mechanism applicable to relations between small and medium-sized 
enterprises (SMEs) and transnational corporations." 

Developing countries need to cooperate and adopt a collective approach 
on this issue. Interesting proposals which merit consideration have been 
put forward. Singh (2002) proposes the establishment of an international 
competition authority, which would aim “to control the anti-competitive 
conduct of the world’s large multinational corporations ... as well as to control 
their propensity to grow by takeovers and mergers” Absent an international 
competition mechanism, it would be advisable for individual countries to 
design their own domestic competition policies which would permit the 
emergence oflarger domestic companies able to compete internationally." This 
could require abrogation of some World Trade Organization commitments 
regarding national treatment of foreign firms, as discussed above. 

Pack and Saggi (2001) propose the establishment of national trading 
companies like those set up by some East Asian countries. They note: 
“Governments could attempt to encourage the development of trading 
companies as there may be a market failure given the characteristic that 
setup costs for such companies may be significant but marginal costs of 
adding firms to the network may be small. Such trading firms could operate 
across clusters of manufacturing firms.” 

From the point of view of countries hosting transnational corporations 
or participating in global value chains, tax coordination is another key 
issue. By the end of 2008, the total number of double taxation treaties had 
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reached 2,827 and the network of international investment agreements 
(IIAs) continues to expand: there were a total of 2,278 bilateral investment 
treaties by the end of 2007 (see table IV.4). 


Table IV.4: 
Number of bilateral investment treaties (BITs) and double transaction treaties (DTTs), 
by country groups involved, 1959-2007 and 1928-2008 


Number of bilateral Number of double 
investment treaties, taxation treaties, 
Country groups concerned 1959-2007 1928-2008 
Developed-developed 233 708 
Developed-developing 900 1053 
Developed-least developed 172 86 
Developed-transition economies 259 285 
Developing-developing 371 390 
Developing-least developed 107 89 
Developing-transition economies 181 167 
Least developed-least developed 1 3 
Least developed-transition economies 5 1 
Transition-transition economies 49 45 
Total 2278 2 827 
Sources: International Centre for Settlement of Investment Disputes Database of Bilateral 


Investment Treaties (http://icsid.worldbank.org/ICSID); and United Nations Conference on Trade 
and Development data on double taxation treaties (http://www.unctad.org). 


It has become increasingly evident that it is better cooperation—not 
unbridled competition among countries through tax incentives and 
decreases in regulatory requirements—that is in the interest of all countries. 
For one thing, transnational corporations or value chains typically do not 
decide to move to one country rather than another mainly on the basis 
of tax incentives. Progress in establishing mechanisms of coordination, 
cooperation and exchange of information is necessary to fill yet another 
gap in international governance. 

The number of other international agreements with investment provisions 
had reached 273 by the end of 2008. These agreements established rules, 
standards and mechanisms for managing tax and investment-related treatment 
of cross-country business activities. As regards these agreements, developing 
countries, as in the World Trade Organization, suffer a disadvantage in 
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terms of negotiating and enforcement capacity. Bilateral investment treaties, 
which have been proliferating since the early 1990s (see figure IV.8), take the 
obligations of host governments under the TRIPS Agreement, the Agreement 
on Trade-Related Investment Measures (World Trade Organization, 1994) 
and the General Agreement on Trade in Services as a mere starting point 
(Wade, 2005). They require the host government to lift even more restrictions 
on the foreign firms hoping to operate in their territory, and to make even 
more concessions, in return for better market access. 

To deal with disagreements between foreign investors and host country 
governments, firm-state arbitration boards are established as components 
of bilateral investment treaties. These boards allow a private firm to take a 
government to arbitration that is conducted by a body dominated by private 
sector adjudicators who are, more often than not, sympathetic to the needs 
of the firm. The boards operate using private contract law rather than public 


Figure IV.8 
Number of bilateral investment treaties (BITs) and double 
taxation treaties (DTTs) signed per decade, 1960-2008 
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Source: International Centre for Settlement of Investement Disputes Database of Bilateral 
Investment Treaties (http://icsid.worldbank.org/ICSID); and United Nations Conference on Trade 
and Development data on double taxation treaties (http://www.unctad.org). 
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law and allow damages against the government to be levied retroactively. 
The fact that the World Trade Organization dispute settlement mechanism, 
where states deal with states under public law, looks evenly balanced by 
comparison should be a cause for concern. 

Obtaining the proper level of tax revenues from resident foreign 
companies is often constrained by the ability of multinationals to set transfer 
prices on within-firm cross-border transactions so as to minimize domestic 
tax liabilities. Although there are discrepancies in the specifics of each 
country’s laws concerning the application of the “arm’s-length principle’, 
many countries have based their transfer pricing laws and regulations 
on the OECD Transfer Pricing Guidelines for Multinational Enterprises 
and Tax Administrations (Organization for Economic Cooperation and 
Development, 2009), which are quite difficult to enforce in actuality. 

Most of the double-taxation treaties contain provisions that force both 
taxing authorities to resolve transfer-pricing disputes on the basis of the 
arms-length principle. Developing-country authorities tend to be at more 
of a disadvantage because of the high informational requirements needed 
to control transfer pricing." Progress is needed on achieving improved, 
automatic exchanges of information among countries. Such improvements 
would be in the interest of advanced countries as well by helping them bridge 
information gaps when enforcing financial regulations. The international 
community should also consider mandatory country-by-country reporting 
by transnational corporations as a means of filling this international 
governance gap. 


Coherence with the climate agenda 


The Director-General of the World Trade Organization (Lamy, 2009) has 
suggested that climate policy must take priority, since trade is not an end 
in itself but is supposed to enhance human welfare, which in turn is heavily 
dependent on climatic conditions. Consistency between trade and climate 
policies must entail the internalization of environmental costs, including 
of greenhouse gas emissions. Trade is important because environmental 
technologies and know-how are generated primarily in developed countries 
and transferred to developing countries mainly through embodied 
technologies in imported goods and services, FDI or licensing. 

Given the lack of detail in, and the status of, the Copenhagen Accord," 
some countries that are prime movers in the field of greenhouse gas 
mitigation may try to neutralize the competitive disadvantage that their 
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industries would face at home if they applied unilateral climate policies, 
for instance, through border adjustment measures (BAMs) such as duties 
on imports from countries not undertaking comparable mitigation efforts 
based on carbon-content of products or production methods, or through 
climate-related standards (Opschoor, 2010). It has been shown (Pew Center 
on Global Climate Change, 2009) that unilateral border adjustment measures 
might be relatively ineffective (in terms of their emission reduction effects) 
and, in fact, counterproductive in terms of achieving climate objectives 
(owing, for example, to their impacts on the negotiation environment). 

Additionally, border adjustment measures could put developing countries 
at a disadvantage, as those countries do not have the technologies required 
to engage in production with higher carbon efficiency. As with other issues, 
there is a risk that climate objectives would be translated into, or used as 
the basis for, protectionism. Generally, process and production methods 
(PPMs) should not be used as grounds for the application of trade-related 
environmental measures. If they were so used, it would become necessary 
to address more generally the unresolved issue of how to treat them (United 
Nations, 2009a). 

Because subsidies are and will continue to be used to support the 
development of alternative energies, the issue of determining how to handle 
those subsidies under the rules of the World Trade Organization will also 
have to be dealt with. The issue would be addressed at least in part by having 
schemes in place for compensating incremental costs of any cleaner or 
leaner technology in developing countries. 

Multilateral trading rules are also posing hurdles to transfers of 
technologies to developing countries, thereby making the TRIPS Agreement 
an area of continued controversy (United Nations, 2009a). It has been 
argued that “commodified knowledge, protected by private property rights” 
reduces economies’ dynamic efficiency, as this leads to underutilization of 
knowledge and a slowdown of innovation (Stiglitz, 2006). Resolution of this 
issue is particularly crucial if those technologies are to be effective against the 
danger of climate change. In the World Trade Organization system, there are 
several flexibilities available within the framework of the TRIPS Agreement 
such as compulsory licences, exceptions to patent rights, regulation of 
voluntary licences, and strict application of patentability criteria. However, 
although these measures may enable access to technologies to a certain 
extent, they are usually more difficult to operationalize in developing 
countries and their use would be limited to specific (mostly emergency and 
humanitarian) circumstances. 
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Options such as allowing developing countries to exclude critical sectors 
from patenting, and establishing a global technology pool for climate change, 
merit serious consideration, as these options would provide certainty and 
predictability in accessing technologies and further enable much-needed 
research and development for local adaptation and diffusion, which would 
further reduce the cost of the technologies. In addition, modalities for 
access to publicly funded technologies by developing-country firms need 
to be explored. 


Coherence with the financial architecture 


Maintaining a competitive exchange rate has been acommon strategy in most 
developing countries that successfully diversified exports and moved onto a 
path of sustained economic growth. However, this policy target may be in 
jeopardy within a context of capital flow volatility. Private international asset 
flows are by now the most decisive determinants of foreign-exchange rates 
for most economies. Successful exporters also tend to attract higher private 
capital inflows since these tend to move in pro-cyclical fashion.” This puts 
upward pressure on real exchange rates which in turn would lead to conflict 
with trade promotion objectives. Countries also facing domestic inflationary 
pressures often have opted to allow the exchange rate to appreciate under 
such circumstances. Such inflation targeting often undermines export 
competitiveness. During downward cycles in international capital flows, 
pressures towards currency depreciation would emerge. Governments often 
try to limit the degree of exchange-rate devaluation by letting macroeconomic 
stability targets prevail, which then may jeopardize trade policy objectives." 

Restructuring the international financial system so that it sustains 
exchange-rate values consistent with real sector growth is imperative. To 
restore coherence between the trade and financial policy arenas, increased 
capability in managing the capital account, particularly the capacity 
to control the volume, maturity and currencies of inflows, is critical. 
Promoting strengthened regional cooperation in monetary and financial 
matters, particularly to the extent of enhancing intraregional trade, may also 
be a feasible alternative and could facilitate global cooperation. Both these 
solutions would bring about greater coherence between the international 
trading and financial systems to the point where they reinforced, rather 
than undermined and destabilized, each other. 

The Bretton Woods institutions have been active in both trade and 
financial liberalization. The cornerstone of the policy coherence behind 
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these efforts had been the proposition that international private financial 
markets are the best judge of national economic policies. The integrity of 
this proposition was shattered with the outbreak of the global crisis in the 
developed-country financial markets, which has led to many suggestions 
that the focus of the operations of these institutions should be sharpened 
and concentrated more on their areas of competence—effective global 
payments and reserve mechanisms in the case of the International 
Monetary Fund (IMF) and development project finance in the case of the 
World Bank—and that they should leave to national policymakers and the 
outcomes of international negotiations the determination of the overall 
structure of developing-country trade regimes. 

The current Doha Round involves plurilateral-type negotiations on 
specific services sectors, including financial services. In the financial 
services group, developed countries and their financial institutions are 
pressing a group of developing countries to open up their financial services 
markets by allowing the establishment of foreign financial institutions 
(under Mode 3) and by allowing freedom of cross-border financial flows, 
instruments and services (under Modes 1 and 2). If negotiations conclude 
along the proposed lines, the developing countries could be subject to the 
type of financial liberalization that would reduce the regulatory capacity 
they need to minimize financial vulnerability. 


Policy coherence in matters of international labour mobility 


The trend among World Trade Organization disciplines towards encom- 
passing services has led to the creation of areas such as “consumption 
abroad” (tourism, for example, comprises services consumed abroad) 
and “movement of natural persons” (referring to the migration of people 
for the purpose of working abroad temporarily). As noted in chapter II, 
population ageing trends raise the possibility that increasing the flow of the 
younger workers to rich countries could help reduce poverty in developing 
countries. The potential of labour migration to enhance global growth and 
welfare is associated, by some, with the fact that wage differentials across 
countries of the world remain very high. 

As Rodrik (2002) observes, after several decades of liberalization, price 
differentials of goods, services and capital across countries of the world have 
narrowed significantly. As a result, the welfare effects of the liberalization 
of labour flows currently have the potential to be 25 times greater than the 
further liberalization of flows of goods, services and capital. However, as 
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Rodrik’s finding is based on a back-of-the-envelope calculation, studies of 
greater rigour are necessary to determine more satisfactorily the relative 
benefits to be derived from further liberalization along different dimensions. 

It is unlikely, however, that much progress will be made in liberalizing 
labour movements within the context of the multilateral trade regime. 
Given the complexity of the matter, the issue of the movements of workers, 
and people in general, might be better addressed in a global forum capable 
of dealing more broadly with issues of migration and development. 

As pointed out in chapter II, labour migration involves not just the question 
of filling vacant jobs in developed countries but also the matter of the difficult 
social adjustments required in receiving and sending countries. In the case 
of the receiving countries, it must be recognized that temporary labour 
migration involves the movement of (natural) persons, which often requires 
addressing issues of family and other social support structures. Moreover, the 
setting of labour migration policies will require difficult political decisions 
regarding migrants’ access to social services, including health, education, 
pensions and unemployment benefits. Finally, receiving societies must often 
wrestle with and manage the social and cultural dissimilarities between 
labour migrants and the long-term resident population. 

Unless the global community is content to retain the present untidy 
and often inhumane migration modalities, these difficult issues should be 
addressed, most preferably under a specialized international migration 
regime equipped to deal with the complex contractual, coordination and 
social mechanisms involved. 


Coherence between the multilateral 
and regional trading systems 


Bilateral agreements are intrinsically more difficult to evaluate than either 
multilateral or unilateral liberalizations because of their second-best 
nature, that is, the net benefits tend to be uncertain and difficult to assess 
(Rollo, 2007). Economic analysis deals with this difficulty by utilizing 
concepts of trade creation and trade diversion; but measurement of these 
effects, even for relatively simple trade barriers such as tariffs, is not always 
straightforward and requires a relatively specialized set of economic 
analytical skills. This problem of measurement is further complicated by 
the fact that, increasingly, regional trade agreements extend their compass 
beyond the simple dismantling of border barriers to trade in goods. As 
mentioned before, such agreements now include within their purview 
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services and other elements of deep integration for which data are poorer, 
analytical tools are less developed and the domestic legal implications of 
any consensus are complex and potentially substantial. 

Given that, historically, preferential integration has been a major policy 
instrument of the World Trade Organization membership—most notably 
of the members of EU and the parties to the North American Free Trade 
Agreement (NAFTA)—and that the notifications of preferential agreements 
have increased since the formation of the World Trade Organization"®— 
it is not surprising that negotiations on procedures and disciplines for 
regional trade agreements were included in the Doha mandate. The new 
transparency mechanism agreed (albeit provisionally) in December 2006 
is the first product of those negotiations. The difficulty with World Trade 
Organization rules on regional trade agreements is, however, that they 
apply ex post, after countries have already ratified their commitments, at 
which point little can be done to establish more development-oriented 
agreements. Even the transparency mechanism asks only that countries 
engaged in new negotiations on regional trade agreements endeavour to 
notify the WTO thereof and of the provisions of any signed agreement 
when they are made public. 

As the number of these agreements is likely to keep increasing, especially 
while the Doha negotiations remain stalled, fostering developing countries’ 
awareness of exactly what they are signing and the consequences thereof 
is of fundamental importance. Negotiators of regional trade agreements 
face important challenges, because of the second-best nature of these 
arrangements. The bureaucratic stresses for developed countries with rela- 
tively well-resourced administrations can be substantial. For administrations 
in developing countries, where human capital is often the binding constraint, 
the resource demands of negotiating one or more regional trade agreements 
alongside multilateral and unilateral trade-related policymaking are 
potentially much greater. This could lead to serious misunderstandings 
about the implications, in particular for economic and social development, of 
specific policy changes demanded by an agreement. The situation is further 
complicated by the possibility that a regional trade agreement negotiated by 
a given country could differ markedly from other regional trade agreements 
under negotiation or in operation by or in that country. Such interactions 
could mask possibly serious economic and developmental costs. 

Given the factors of international negative spillovers from regional trade 
agreements and asymmetric information, there is a case to be made for 
public provision of the needed analytical frameworks free or at low cost to 
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developing countries. An interesting proposal that could be considered is 
that for the creation of a new international organization, an advisory centre 
on RTAs (ACORTA), closely modelled on the Advisory Centre on WTO 
Law (ACWL) set up to help developing countries involved in trade disputes 
(Rollo, 2007). 


Rebalancing World Trade Organization processes 


Expanding developing-country participation in trade rule-making, even 
in the World Trade Organization where countries are formally equal, is a 
necessary step in reforming the trade system so as to enable it to support 
development. There are two main sources of inequality: (a) differential 
access to information regarding which features of an agreement will benefit 
one’s country; and (b) differential power to influence the outcome of 
negotiations (Toye, 2010). Countries whose resources are inadequate need 
assistance; but trade-related technical assistance continues to be inadequate 
and needs further expansion. 

Enforcement mechanisms for trade commitments have to be made 
more equitable. Unfortunately, it is still true that, in this regard, serious 
deficiencies remain at every stage of the World Trade Organization dispute 
settlement process, from inception through judgement and granting remedy 
to enforcement (Toye, 2010). These deficiencies arise from the interaction 
of the standard features of a legal process—its cost, absorption of time and 
uncertainty of outcome—with the inadequacies of the international legal 
machinery and the huge inequalities of wealth and power that currently 
exist between nations. Given the substantial cost of bringing a case before 
the World Trade Organization, in terms of legal and diplomatic person 
time, poor countries are deterred disproportionately from engaging in a 
dispute. Poor Governments will also be disproportionately deterred from 
bringing a case to the dispute settlement mechanism by the prospect of 
antagonizing more powerful countries, on which they depend in many 
areas not connected with trade, such as foreign assistance. 

The fact that by convention, the loser pays no compensation for a 
violation (after a process that can still take over two years to complete) 
bears more heavily on poor states than on rich ones. There is no centralized 
sanction for a country that does not take measures to comply with its World 
Trade Organization obligations. The only sanction is retaliation. Since all 
economic sanctions are costly to the initiator, a poor country has a much 
more limited ability than a rich one to impose a sanction. Thus, even if 
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developed and developing countries violate World Trade Organization 
rules to the same extent, and dispute panels render perfect formal justice, 
developing countries will win fewer cases than they lose, and will be less 
sure of a remedy in the cases that they do win. 

Toye (2010) argues that it should be possible to tilt the system in ways 
that counteract its existing biases. In domestic litigation, legal aid is used 
to give the poor better access to costly justice; the injured party is awarded 
its costs by the court; and centrally organized sanctions prevent it from 
having to bear all the costs of punishing the violator. Progress along these 
lines could be made in the international sphere as well, given sufficient 
imagination and willingness to cooperate. An interesting example is the 
ILEAP initiative (International Lawyers and Economists against Poverty), 
a not-for-profit non-governmental initiative to provide timely, responsive 
and practical legal and economic expertise to developing countries so as to 
assist them in achieving trade-related development and poverty reduction. 

The key problem is the non-existence in the international sphere of a 
central sanctioning mechanism. Although there is a mechanism in place 
through which countries band together in pursuing a dispute, this still 
imposes heavy costs of coordination on poor countries and does not 
guarantee attention to the kind of disputes that are particular to very small 
economies. Still, an improved dispute settlement mechanism in the World 
Trade Organization would be capable of furthering the interests of the 
developing countries. 


CONCLUSIONS 


Rebalancing the trade system by strengthening the pillar that supports 

“differentiated” responsibilities, after decades of emphasizing the pillar that 

supports the “common” ones, is critical to ensuring that trade can play a 

positive developmental role. Greater coherence between trade policies 

and the international trade regime, on the one hand, and sustainable 
development, on the other, requires new flexibilities in the multilateral 
regime to enable the marking out of a domestic policy space for: 

e Counter-cyclical policies designed to stabilize growth and diversify 
exports. 

e The development of economic sectors through interventions that are 
truly selective (not across the board), temporary (not open-ended) and 
performance-related (not unconditional) and consonant with the decent 
work and environmental objectives. 
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Creating these capabilities will entail reducing the inconsistencies 
among the areas of trade, finance and macroeconomic policy coordination 
at the international level. Overcoming such inconsistencies will require 
strengthening domestic capacity in managing capital inflows; reforms of 
the international financial architecture that will reduce capital flow and 
exchange-rate volatility; and an alignment of implicit financial rule-setting 
through the General Agreement on Trade in Services with a new framework 
for international financial regulation. These issues are taken up in chapter V. 

Greater policy coherence can be further achieved by rationalizing 
the international trade agenda which has expanded its scope to include 
other areas such as intellectual property, international finance and labour 
services. Inasmuch as the World Trade Organization appears at present to 
be overseeing issues in areas for which there are missing global regimes, 
its agenda is overloaded. It might therefore be more effective to address 
such issues through more specialized agencies. There are missing or weak 
regimes of global governance not only for financial services, migration, and 
intellectual property but also for: 

e International competition policy and oversight over the operations and 
impact of global value chains and transnational corporations. 


e Tax coordination, exchange of information and cooperation in the 
collection of tax debt. 


e Climate change, where a regime is needed that directs and expands 
cooperation in aid, trade, investment and technology. 


Greater coherence in the global trading regime will also require 
strengthening multilateral disciplines over regional trade agreements, 
bilateral trade agreements and investment agreements. Such coherence 
can be achieved fairly only if, at the same time, equity in the negotiation 
processes and enforcement of World Trade Organization rules are improved, 
particularly through providing developing countries with the necessary 
resources to participate more actively and more fully in international trade 
rule-making. 
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More specifically, the Fourth Ministerial Conference took note of the proposal to treat 
measures implemented by developing countries with a view to achieving legitimate 
development goals, such as regional growth, technology research and development 
funding, production diversification and development and implementation of 
environmentally sound methods of production, as non-actionable subsidies, and 
agreed that that issue should be addressed as an outstanding implementation issue. 
During the course of the negotiations, members were urged to exercise due restraint 
with respect to challenging such measures (World Trade Organization, 2001a, 
para.10.2). According to Aguayo Ayala and Gallagher (2005), this call for restraint 
has been respected, and developed and developing countries alike continue to utilize 
such subsidies under a tacit agreement not to challenge them under the dispute 
settlement mechanism. 

Foreign investors must be treated as well as domestic investors. Treating foreign 
investors better than domestic investors does not violate this principle. 

United States action could find itself subject to dispute should current proposals 
to re-regulate the financial sector become law. In the additional protocol under the 
General Agreement on Trade in Services entitled “Understanding on Commitments 
in Financial Services’, which the United States signed with other countries, the 
United States carved out only trading in onion derivatives under the World Trade 
Organization category “Trading of securities and derivative products and services 
related thereto” It is thus subject to complaint on additional regulation on all 
derivatives except those related to onion futures. (The Onion Futures Act is a 1958 
United States law banning the trading of futures contracts on onions and constitutes 
the first and only ban in United States history on the trading of futures contracts of a 
specific commodity). Moreover, the United States signed on to a standstill provision 
on regulatory changes applicable to the World Trade Organization financial services 
list which is still in effect (Public Citizen, 2009). 

The TRIPS Agreement, for example, requires the introduction of minimum 
standards, border controls and domestic enforcement procedures along with the 
setting up of the respective authorities. Although it came into force on 1 January 
1995, together with the other World Trade Organization Agreements, it gave 
all members a transition period within which to effect the necessary changes in 
legislation and practice. 

See document A/C.2/56/7, annex, para. 2. 

The Integrated Framework For Trade-related Technical Assistance to Least 
Developed Countries, also known as the Integrated Framework (IF), was established 
at the High-level Meeting on Least Developed Countries’ Trade Development, 
held at the World Trade Organization in October 1997, to support least developed 
countries in trade capacity-building and integrating trade issues into overall 
national development strategies. The IF has been redesigned and is in operation on 
a pilot basis in Cambodia, Madagascar and Mauritania. It will help least developed 
countries mainstream trade into their national development plans and strategies for 
poverty reduction. 

Most of the reporting on Aid for Trade concerns commitments. However, in the case 
of least developed countries, there have been some attempts within the enhanced 
Integrated Framework to match the supply (offers of assistance) to the demand 
(recipient country requirements). 
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Some 462 RTAs had been notified to the GATT/World Trade Organization as of 
February 2010. Of these, 345 RTAs were notified under article XXIV of GATT 1947 
or GATT 1994; 31 under the Enabling Clause; and 86 under article V of the General 
Agreement on Trade in Services. World Trade Organization statistics on RTAs are 
based on notification requirements rather than on physical numbers of RTAs. Thus, 
for an RTA that includes both goods and services, two notifications are counted. 
The ongoing economic partnership agreement negotiations between European 
countries and the 79 countries members of the African, Caribbean and Pacific 
(ACP) Group of States (mostly former colonies) are necessitated by the fact that 
existing preferential arrangements are in violation of World Trade Organization 
rules. The trend in these negotiations, in respect of responsibilities, has been towards 
the “common” as opposed to the “differentiated” side of the balance. 

See Gallagher (2005) for a description of the main contentious issues associated with 
several regional agreements. 

A categorization of the circumstances warranting, and the arguments for, a 
temporary increase in protection is presented in World Trade Organization, 2009b, 
chap II.B, table 1. 

See Gallagher, ed., 2005. 

In current GVC practice, legal contract enforcement is seldom an option for 
small and medium-sized enterprises because a dispute usually signals the end of a 
contractual relationship (Dembinski, 2007). 

The emergence of the “too big to fail” problem is a recent example of the exercise of 
competitive forbearance by developed countries in respect of the establishment of large 
companies in the financial sector at the same time that these countries were pushing 
World Trade Organization disciplines directed at forcing increased competition in 
domestic sectors in developing countries. 

The informational requirements are high because the standard for establishing 
the existence of transfer pricing is the OECD “arm’s-length principle’, which treats 
the subsidiaries engaged in trade in goods and services as if they were separate 
companies. Disentangling the complications associated with the issue of price among 
subsidiaries requires both information about transactions among hypothetically 
independent companies and the kind of highly specialized international tax 
expertise that is practically absent in developing countries. Developing countries 
could, instead, consider using the simpler approach of setting reasonably wide price 
range benchmarks (say, within the 80th percentile range of historically observed 
prices) beyond which the price of an international transaction would be considered 
a transfer price. 

See document FCCC/CP/2009/11/Add.1, decision 2/CP.15. 

This dynamic was particularly applicable to South-East Asia before the 1997 
financial crisis (Montes, 1998) but it also applies to other countries that were seen 
as having “sound” macroeconomic policies, such as Mexico before its 1994 crisis 
and Argentina before its 1999 crisis. Recently, the International Monetary Fund (see 
Ostry and others, 2010) brought attention to this seeming paradox. 

Currency devaluation tends to increase domestic inflationary pressures and may 
lead to a widening of budget deficits, especially in a context where Governments 
have large outstanding external debts. 

The database on World Trade Organization notifications is available from 
http://www.wto.org/english/tratop_e/region_e/region_e.htm. 
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Reforming the international financial architecture 
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Ensuring that developing countries are able to increase their rate of investment 
is as big a challenge today as it was in the early days of development thinking. 
During the 1980s and 1990s, structural adjustment programmes coupled 
with the liberalization of private capital flows had been expected to increase 
the rate of investment in developing countries. Instead, the rate of fixed 
investment stagnated in most parts of the world, despite a significantly higher 
level of international financial flows (see figure V.1). Meeting sustainable 
development objectives will require an investment regime that can underpin 
private risk-taking with sufficient stability. 

Greater capital mobility ostensibly expanded developing countries’ access 
to financial resources. But the volatile, boom-bust pattern of financial flows 
in deregulated markets has made macroeconomic policy management 
more challenging. Capital mobility also stimulated regulatory and tax 
competition among public authorities seeking to expand their financial 
centres. It became a race to deregulate finance—a race that, in the end, had 
no winners. 


THE GAPS AND TRAPS LEFT BY FINANCIAL LIBERALIZATION 


The push towards global financial deregulation was based on a misplaced 
confidence in the power of financial markets to self-regulate, despite the 
evidence from earlier crises that deregulated financial markets are prone 
to crises and instability. In developed markets, policymakers not only 
failed to develop a new regulatory framework to deal with increased risk- 
taking stemming from the growth of credit default swaps, securitizations 
and other derivative products but also dismantled crucial mechanisms to 
protect the financial system that had been put into place in the aftermath 
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Figure V.1 
Rapid financial growth but stagnant fixed investment, 1970-2009 


30 20 


International financial flows 
(right hand scale) 


World fixed investment rate Fd 
234 (left-hand scale) ' 


Cross-border financial flows (percentage of WGP) 


-_—— 


Gross fixed capital formation, world (percentage of WGP) 


15 


ttt O 


1970 1975 1980 1985 1990 1995 2000 2005 


Sources: UN/DESA, based on United Nations Statistics Division, National Accounts Main Aggregates 
Database; and International Monetary Fund, International Financial Statistics. 
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definitions used in national accounts. Financial flows are measured as the sum of changes in 
cross-border debt security assets, direct investment abroad, changes in other cross-border investment 
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of the Great Depression. Regulatory and tax competition among expanding 
financial centres compounded the problem. In this environment, the 
“shadow banking system” outside the regulatory umbrella grew enormously, 
introducing significant risks into the global financial system. 

In developing countries, the deregulation of domestic financial and 
capital markets was often undertaken as part of structural adjustment 
programmes. Countries under pressure from the international community 
removed controls on external private capital flows in an attempt to increase 
the rate of inflows to support domestic investment. This was part of the 
decades-long evolution to place financial markets at the centre of economic 
decisions, assuming that the projects they deigned to finance would be in 
line with strong growth and development. However, instead of attracting 
long-term sustainable investment, the move to open capital markets led to 
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short-term inflows and increased volatility. At the same time, they limited 
the macroeconomic policy space necessary for responding to the boom- 
and-bust behaviour of capital flows. 

Following the Latin American and Asian crises of the 1990s, many 
emerging and developing countries used the boom period 2003-2007 to 
strengthen their internal and external balance sheets to avoid or manage 
crises. As part of this strategy, public authorities accelerated their purchases 
of liquid low-earning developed-country financial assets as a form of self- 
insurance. This policy was also congenial to countries that had robust export 
sectors and were concerned with protecting international competitiveness. 
The end result, however, was a flow of financing from developing countries 
to developed economies and an increase in global risk, as the accumulation 
of reserves contributed to growing imbalances with the potential to 
destabilize the global economy. 


Financial market crises 


The period of global financial deregulation began with the savings and loan 
crisis in the United States of America in the late 1980s. It was followed by 
the Mexican “tequila” crisis in 1994, the Asian financial crisis in 1997-1998, 
payments and currency crises in the Russian Federation, Brazil, Turkey 
and Argentina between 1998 and 2001 and the bursting of the “dot-com” 
bubble in United States financial markets in 2000. As shown in figure V.2, 
the banking crises of the early 1900s and the recent wave exhibited similar 
periodic patterns, marked by severe real-sector collapses following banking 
sector crashes." 

The frequency of crises subsided after the 1930s, once regulations devised 
to limit runs on banks and protect depositors had been put into place, and 
increased again only in the deregulatory period of the 1980s (see table V.1). 
It should be noted that the decades between the spikes were the heyday of 
the global Bretton Woods capital regime, a period of stable and relatively 
high growth. 

Although the recent global crisis was unique in terms of its size and 
systemic reach, it resembled other post-1930s crises. Those crises were 
generally characterized by bubbles induced by excess liquidity which 
subsequently burst when the liquidity was withdrawn; similarly, the period 
building up to the recent crisis was one of massive global liquidity. Growing 
global imbalances, with developing countries saving huge amounts in the 
form of dollar reserves, allowed the United States to borrow cheaply from 
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Figure V.2 
Proportion of countries? in the world economy with banking crises, 1900-2008 
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Sources: Reinhart and Rogoff, 2008, figure 1. 

Note: The figure presents the (three-year moving averages of the) proportion of countries with 
banking crises weighted by their economic size. Three sets of GDP weights have been used: 1913 
weights for the period 1800-1913; 1990 for the period 1914-1990; and 2003 weights for the 
period 1991-2006. For the period 2007-2008, Austria, Belgium, Germany, Hungary, Japan, 

the Netherlands, Spain, the United Kingdom of Great Britain and Northern Irelnad and the United 
States of America are included as crisis-ridden countries. 

a Countries weighted by their share of world income. 


abroad, keeping long-term interest rates low and increasing leverage in the 
system (United Nations, 2006b). 

In the emerging market crises, excess liquidity became manifest 
through large international capital flows which were pro-cyclical in nature, 
increasing during boom periods and quickly turning into outflows during 
economic contractions. During the boom periods, domestic agents took 
advantage of the inflows by borrowing relatively cheaply, often in the form 
of foreign currency loans. Contrary to the assumption that capital market 
liberalization would increase long-term investment in poor countries, the 
majority of the inflows went to finance consumption and real estate bubbles, 
which burst when the inflows turned into outflows. The capital outflows 
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often led to a devaluation of the domestic currency and a spike in domestic 
interest rates, leading to widespread defaults (including some sovereign 
defaults), banking crises, lost wealth and increased poverty. Instead of 
increasing investment, capital and financial market liberalization had the 
opposite effect of increasing volatility and uncertainty, which negatively 
impact long-term investment. 


Lower developing-country investment rates 


Financial liberalization had been expected to help engineer a revival of 
investment rates. The performance did not match the expectation. As figures 
V.3 and V.4 show, real investment in countries with open capital markets 
either stagnated or fell (as in Latin America) or ratcheted up during boom 
periods only to collapse during busts (as in Asia). In Latin America and 
the Caribbean, middle-income countries experienced rates of investment 
in fixed capital that were temporarily higher than world averages during 


Figure V.3 
Fixed investment rates, world and Latin America and the Caribbean, 1971-2007 
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Figure V.4 
Fixed investment rates, world and Asia and the Pacific, 1971-2007 
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the debt boom precipitated by the private bank recycling of petrodollars 
in the 1970s, but that fell during the debt crisis, never to exceed the world 
average again (see figure V.3). In contrast, the performance of lower-income 
developing countries, which experienced much smaller levels of financial 
inflows, showed slow but steadier improvements relative to world rates. 
In the context of open capital accounts, the decision of Latin American 
countries to pursue macroeconomic stability, as indicated by their lower 
inflation and reduced fiscal deficits, led to more volatile real economic 
growth rates (see box V.1). 

Asias lower middle-income developing countries, many of which 
maintained some form of capital controls throughout the period (such as 
China and India), achieved investment rates in the 1970s and 1980s that 
were higher than those of the world as a whole and managed to sustain or 
raise these rates in the 1990s and early 2000s (figure V.3). Middle-income 
countries in Asia and the Pacific (mainly in South-East Asia) experienced 
a spike in investment during the period of financial liberalization of the 
mid-1990s (during the Asian real estate bubble), but then suffered a steep 
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Box V.1: Regional financial cooperation in Asia and Latin America 


Debates on reforms of the international financial architecture often pay too little atten- 
tion to the possible role of regional arrangements in macroeconomic policy coordina- 
tion and the development of regional institutions able to perform the functions tradi- 
tionally assigned to the international financial organizations. There are nevertheless a 
number of supporting arguments in favour of regional cooperation in macroeconomic 
and financial areas, since the current globalization process is also one of “open region- 
alism”; and increased regional interdependence requires a certain degree of coordina- 
tion and mutual surveillance of macroeconomic policies. The regional nature of the 
severe currency crises of the 1990s created a strong stimulus for countries to engage 
in regional cooperation in order to elaborate commonly agreed targets and mutual 
surveillance mechanisms and provide financial assistance to each other in order to 

a 

í 


avoid the contagion effects of a financial crisis. There are also barriers to such coopera- 
tion, however, such as the inadequate capacity of countries to provide the necessary 
financial services, the lack of a proper institutional framework and the possibility of 
inequitable distribution of the benefits of such cooperation. 


Within a context where financial crises tend to be regional, regional financial coopera- 
tion can play a relevant role that is complementary to that of new global mechanisms 
for managing the world economy. The large currency and financial crises in emerging 
market economies since the1990s have had important regional dimensions. Countries 
should have a vested interest in helping to put out a fire in neighbouring countries— 
before it spreads to them. Pooling foreign-exchange reserves regionally will likely also 
reduce costs to individual countries, just as universal health insurance reduces costs 
to individuals. After the East Asian crisis, Japan had proposed the creation of an Asian 
monetary fund, but this proposal—while well received in the region—was not pur- 
sued after objections were presented from outside the region. The collective liquidity 
support provided under the Chiang Mai Initiative, involving bilateral currency swap 
arrangements among the Association of Southeast Asian Nations (ASEAN) member 
countries plus China, Japan and the Republic of Korea, was converted to a multilateral 
regional arrangement in January 2010 (United Nations, Economic and Social Commis- 
sion for Asia and the Pacific, 2010); the effectiveness of the Chiang Mai Initiative in deal- 
ing with financial crises is still to be tested. This regional framework is complementary 
o the International Monetary Fund (IMF) global facilities and does not negate the need 
for a crisis prevention framework for IMF itself. 


n Latin America and the Caribbean, apart from the Inter-American Development Bank, 
he main subregional financial institutions include the Latin American Reserve Fund 
FLAR) established in 1978 and several development banks, including the (Central 
American Bank for Economic Integration (BCIE), in operation since 1961; the Andean 
Development Corporation (CAF), in operation since 1970; the Caribbean Development 
Bank (CDB), in operation since 1969; and the Latin American Integration Association 
ALADI), established in 1980. In spite of increased financial integration among the re- 
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gion’s countries, mutual support for balance-of-payments financing remains extremely 
weak and the only viable institution in the area of liquidity financing is the Latin Ameri- 
can Reserve Fund. The scope of the Fund's operation is limited, however, although it 
did provide counter-cyclical financing during several crisis episodes in the region, (see 
figure; and United Nations, Economic Commission for Latin America and the Carib- 
bean, 2010). The fact that Mexico is not a member of the Fund did not contribute to a 
resolution of the 1994 tequila crisis. 


Annual credits granted by the Latin American Reserve Fund (FLAR) 
for balance-of-payments support and liquidity provisioning, 1980-2009 
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The implications of regional financial cooperation for the international financial system 
will vary from region to region. Efforts to deepen and expand regional monetary co- 
operation may be viewed as policy responses that are being driven by the dilemmas 
spawned by increased trade linkages within the region, as had been the case earlier 
in Europe, and by the systemic uncertainties created by the present global financial 
payments system. As part of broader reforms of the international financial architecture, 
these regional efforts have the potential to bolster the international system's capacity to 
consult and coordinate on collective issues and assist in their implementation. A more 
active use of regional financial arrangements is desirable as a complement to the role of 
IMF. More intensive macroeconomic policy dialogue and stronger forms of regional sur- 
veillance and policy consultations could internalize, at least in part, the externalities tha 
national macroeconomic policies impose on regional partners. Thus, while IMF should 
play a central role in policy coordination at the global level, there is much room fo 
regional and subregional processes of a similar nature. In a similar vein, while regiona 
and international contagion effects in financial markets and management of the main 
balance-of-payments crises should be the main concern of IMF, regional funds could 
constitute effective rescue mechanisms for smaller and more local financial crises. 
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drop in investment to below world rates (the drop began in 1997 during the 
financial crisis). 

Africa’s investment rates (figure V.5) had been higher than world 
average in the 1970s during the commodities boom, then fell below the 
world average in the era of liberalization and began to recover only during 
the 2000s commodity boom, which was brought to an end in 2008 by the 
global crisis.” 


Figure V.5 
Fixed investment rates, Africa, 1971-2007 
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Lower and unstable growth rates 


Fluctuations in capital markets are reflected in the pro-cyclical pattern of 
the cost of borrowing, the availability of financing, and maturities (Griffith- 
Jones and Ocampo, 2007). The result is short-term volatility and the short 
periods of interruption of financing observed during the crises in Mexico, 
Asia and the Russian Federation. More importantly, they involve medium- 
term cycles and losses of real gross domestic product (GDP) growth, as the 
experience of the past four decades indicates. The key channel of impact on 
long-term growth of private capital flow volatility is investment volatility. 
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Figure V.6 indicates a robust non-linear relationship between higher 
investment volatility and lower GDP growth. A predictable macroeconomic 
environment is an essential component of a strong investment climate (Vos 
and Kozul-Wright, 2010). A volatile business climate can make investors 
reluctant to expand capacity; this in turn can slow productivity growth, 
thereby increasing the potential for further uncertainty. 


Figure V.6 
Growth of GDP and investment volatility among developing countries, 1971-2006 
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Volatility of international private financial flows 


A host of factors account for the short-term behaviour of international 
investors, including rational responses to uncertainty and risk in developing 
markets, implying that countries should increase transparency, take steps 
to reduce uncertainty and develop their local capital markets. Alternative 
explanations for the short-term nature of capital flows have to do with the 
pro-cyclicality of international finance, which is exacerbated by financial 
deregulation in developed countries (Stiglitz and others, 2006). In addition, 
the compensation packages of bankers, hedge fund managers and other 
investors incentivize short-term behaviour and risk-taking. Reforming 
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international capital requirements and compensation packages would help 
to reduce the pro-cyclicality and volatility of international capital flows. 


Capital-account management in the face of the volatility of capital flows 


Managing the macroeconomic volatility induced by private financial flows 
has become a key challenge for countries that have opened their capital 
markets. It is difficult for policymakers to loosen monetary policy during a 
crisis, especially when the economy is characterized by currency mismatches. 
When the currency devalues, foreign currency liabilities rise relative to 
domestic currency assets, which has the potential to cause widespread 
private sector and/or sovereign defaults. Thus, central banks are often forced 
to raise interest rates to stem capital outflows. This has a feedback effect 
with respect to fiscal deficits, especially in countries with large amounts 
of short-term debt, as the cost of borrowing increases. Often, credit dries 
up as foreigners refuse to lend, forcing policymakers to reduce spending 
during the downturn. During the Asian crisis, for example, many countries 
were pressured by the International Monetary Fund (IMF) to tighten fiscal 
deficits that were already at prudent levels and to raise interest rates. 

The IMF acknowledged the link between open capital markets and 
increased volatility several years later (see Prasad and others, 2003). Capital 
market liberalization commitments continued nonetheless to be encouraged 
in practice and began to be included in bilateral trade agreements between 
the United States and other countries, even Chile, which had previously used 
capital market restrictions effectively. In February 2010, IMF staff published 
an unofficial note in which they acknowledged that capital market inter- 
ventions, such as taxes and other controls, are legitimate policy tools which 
can be used to reduce volatility associated with international capital flows 
(see Ostry and others, 2010). By that time, however, developing countries had 
already devised other means of coping with volatility; many, motivated in part 
by the desire to build self-insurance against future shocks, took advantage of 
the relative calm of the period 2003-2007 to accumulate reserves. 

The strategy of building up international reserves—a costly one, 
particularly in terms of the opportunity cost of forgone domestic 
investment—paid off for economies whose reserves were ample when the 
2008-2009 financial crisis struck. Such reserves were used to help moderate 
currency volatility, provide dollars to the local market, and create fiscal 
policy space. Reserves enabled seven East Asian economies, for example, 
to operationalize stimulus packages amounting to over 5 per cent of GDP. 
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Reserve accumulation and ensuing 
global imbalances: a fallacy of composition? 


By 2007, reserve accumulation had risen to 11.7 per cent of world GDP, 
compared with 5.6 per cent of world GDP at the time of the Asian crisis 
(United Nations, 2009d). For developing and emerging countries, this 
policy served several purposes. It provided self-insurance by reducing 
the likelihood of a recourse to IMF pro-cyclical adjustment should capital 
flows suddenly stop. The policy also protected export-oriented stances by 
preventing exchange appreciation. 

However, the obverse of this shift was an increase in the demand for 
dollars and the provision of financing for widening current-account deficits 
incurred by the United States. There emerged a pattern of widening global 
imbalances including the unsustainable flow of investment resources from 
(paradoxically) poor countries as a group to the developed world (figure V.7). 

Reserve accumulation is not a sustainable strategy because it suffers from 
a fallacy of composition. It requires that the country providing the global 
currency run ever-larger deficits to ensure sufficient liquidity to support the 


Figure V.7 
Global imbalances: net financial transfers to developing 
countries and economies in transition, 1997-2009 
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growth of global output and trade. The 2008-2009 global economic crisis 
demonstrates that the accumulation of deficits by the reserve-currency 
country, in this case, the United States, sustained by other countries because 
of their national policy objectives, is not self-correcting and leads to a global 
crisis whose costs are incurred by many innocent parties. The extent to 
which the authorities in major industrialized economies feel compelled to 
accumulate assets, for reasons related to exchange rates or to self-insurance, 
will determine the magnitude of the inevitable deflationary impact on 
developing economies’ macroeconomic performance. 

A key drawback associated with making the dollar the reserve currency 
is that the global economy becomes tied to United States monetary policy, 
which is based only on the state of the United States economy. In the early 
1980s, for example, the Federal Reserve raised interest rates to 20 per cent 
to combat stagflation in the United States, making it extremely expensive 
for developing countries to refinance their debt and ushering in the 1980s 
developing-country debt crisis. During the present crisis, the Federal Reserve 
has kept interest rates low. However, the resulting increase in global liquidity 
is finding its way back into developing-country markets, thus creating a new 
surge in capital flows and potentially fuelling new bubbles. As a result, there 
have been new calls across the developing world for capital market regulations. 


THE WAY FORWARD 


The international financial system is failing to deliver development financing 
in sufficient volume and with sufficient predictability to facilitate the kind 
of long-term investment and risk-taking needed to enable poor economies 
to achieve structural transformation. Reversing this unsustainable pattern 
will require the introduction of reforms to the global financial architecture, 
as well as a redirection of macroeconomic stances in developing countries 
and the retooling of monetary and fiscal policies. 


Retooling development finance at the national level 


Development-oriented macroeconomics 


Development-oriented macroeconomics is predicated on the notion that 
current spending, particularly private and public sector investments, is the 
“bridge” to future employment and output growth. It protects long-term 
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investment plans even in the face of increased public deficits induced by a 
downturn as long as it meets the criterion of ensuring increased domestic 
capability in desired sectors in the future. 

This contrasts with the approach that prioritizes the achievement of 
fixed public deficit targets, independent of the cycle and the nature of the 
investment projects that have to be postponed or eliminated to meet them. It 
also contrasts sharply with the view that all current private-sector investments 
(investment implies that current-period private spending exceeds current- 
period income) that can be financed (most unsafely from external financing 
because of the potential for currency mismatches) must be protected, 
independent of the business cycle and the nature of the project involved. 

A particularly cogent example of a development-oriented stance was 
China’s macroeconomic response to the Asian crisis which began in 1997. 
According to Lin (2009, p. 31): “The Chinese government adopted a fiscal 
stimulus package in 1998-2002 to remove bottlenecks in infrastructure. 
In 1997 China had only 4,700 kilometers of highway, by 2002 this had 
increased more than five times to 25,000 kilometers. The transportation 
capacity improved greatly as did port facilities and the electricity grid. 
With that kind of fiscal stimulus, China maintained its average annual 
growth rate at 7.8 percent. More importantly, after the crisis the growth 
rate accelerated. Between 1979 and 2002, the average annual growth rate 
in China was 9.6 percent. And between 2003 and 2008, the growth rate 
actually increased from 9.6 percent to 10.8 percent. This growth was made 
possible by investment targeted to freeing-up bottlenecks, that is, those 
sectors constraining growth in the economy. As a result, though government 
debt as a percentage of GDP initially rose from about 30 percent of GDP 
to 36 percent in 2002 it then declined as growth increased. By 2006-2007, 
government debt had fallen to 20 percent of GDP” 

Counter-cyclical macroeconomic policy in developing countries is 
desirable because it facilitates long-term private-sector risk-taking and 
investment. Most importantly, macroeconomic policy in developing 
countries should be endogenously counter-cyclical in order to protect 
necessary long-term public investments and other public spending on 
such future capacities as would be built into core social development 
programmes. 

The implication of this stance is that developing countries must construct 
the space and capability for development-oriented macroeconomic policy. 
In the context of limited investment resources in low-income countries, this 
requires constant management of external financing deficits, both public 
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and private. In recent years, however, developing countries as a group were, 
instead, managing surpluses against developed countries. 


Retooling monetary policy 


In developing countries monetary policy must be directed towards a broader 
set of targets because their economic performance is more dependent on the 
external sector. Also, history suggests that benign institutional development 
in the domestic monetary and financial system does not occur without state 
leadership and regulation. Enhancing the domestic capacity to intermediate 
between savers and investors, particularly through the development of the 
domestic bond markets, increases the potency of monetary policy (United 
Nations, 2006b; Ocampo and Vos, 2008). States have had key roles to play in 
the establishment of liquid bond markets. Expanding access by the population 
to financial services should also be part of the monetary policy toolkit. 

Inflation targeting, in actual practice and as a still-to-be-achieved 
standard, has become the basis for a dominant monetary framework in 
both developed and developing countries. Its attraction lies in its “one 
(pre-announced) target/one policy instrument” approach, coupled with 
mechanisms holding monetary officials publicly accountable for meeting 
the target—after a period, in many developing countries, of structural 
reform establishing central bank political “independence”. Because inflation 
targeting has been applied utilizing very low inflation targets* and has focused 
only on restraining prices of real goods and services, it has tended to sacrifice 
growth of employment, wages and output in favour of price stability. Interest 
rate-setting under inflation targeting reduces the scope for exchange-rate 
targeting, which is critical to sustaining exports and protecting domestic 
production and employment. Inflation targeting, coupled with central bank 
independence, also limits the ability of the government to borrow from the 
central bank in order to sustain development and social expenditures, which 
may affect growth in the long run. 

It is often argued that inflation is harmful for the poor, but in fact it is the 
prices of food and other essential goods and services, not aggregate inflation, 
that have the most direct impact on poverty. In most cases, stabilization of 
prices of food and essential goods requires subsidies and hence falls within 
the domain of fiscal policy. Thus, it requires greater coordination between 
monetary and fiscal policy, especially when subsidies require government 
borrowing from the central bank. 

Retooling monetary policy will require reinstating a more diversified set 
of targets and instruments. There should be a reconsideration of targeted 
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credit programmes, particularly those with large poverty reduction and 
low inflation impact. A recent set of country studies from Latin America 
concluded that inflation as a sole target was inadequate and emphasized 
the importance of the real exchange rate as a key focus of monetary policy.° 
Studies from Asia and Africa have suggested employment targeting, which 
would make monetary policy congruent with normal fiscal policy objectives. 

The global financial crisis highlights the importance of paying attention 
to the role of asset price inflation in monetary policy. The fact that asset 
price increases received little attention (and almost none under inflation 
targeting) facilitated the expansion of credit and leverage in the boom 
phase, which often increased systemic risk. Expansion of the use of tools of 
monetary policy to increase margin requirements so as to reduce leverage 
or to impose ceilings for lending in specific sectors (a case of selective credit 
dis-allocation) has often been needed in resisting asset price bubbles. 

Open capital accounts subject developing countries to asset price-driven 
cycles, reducing the power of monetary policy, and can even cause perverse 
outcomes. For example, attempting to prick a domestic asset bubble by raising 
the interest rate can provoke more capital inflows from the global savings 
pool and further inflate the domestic bubble. Putting in place effective capital 
controls helps to re-establish monetary policy tools. 


Retooling fiscal policies and stabilization funds 


Fiscal policy must recover its capacity to mobilize financing for long-term 
public investment and social development. Domestic resource mobilization 
is the key challenge. For many countries, continued reliance on trade taxes 
is consistent with a still underdeveloped tax system, on the one hand, and 
social and industrial development objectives, on the other. Precipitous tariff 
reductions, particularly in least developed countries, have not only reduced 
tax revenues that have not been made up by value-added taxes, but have 
also increased the vulnerability of small domestic enterprises with respect 
to competition from foreign imports.® Developing countries must steadily 
broaden their tax bases to include, in particular, income and property 
taxation. An increased reliance on revenues from income and property, in 
contrast with priorities in recent decades, ensures that tax revenues more 
than match economic growth so as to ensure the timely build-up of public 
capabilities in anticipation of increased demands on these capabilities 
as the economy grows more complex. Effective income and property 
taxation would be facilitated significantly by strengthened international 
tax cooperation focused on more effective revenue streams from global 
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value chains and reduced tax competition. As automatic stabilizers, a more 
progressive tax system and a larger publicly supported social sector offer 
counter-cyclical advantages. 

Avoiding pro-cyclical biases in fiscal policy is important (United 
Nations, 2009d). Targeting the “structural deficit” (the budget balance if 
cyclical fluctuations are not included) implies that public deficits will be 
allowed to decline in booms and increase in downturns. The desired level of 
the structural deficit could be set so as to be consistent with medium-term 
objectives in output and employment. 

Establishing stabilization funds could be effective in economies where 
commodity prices have strong effects on the macroeconomy (United 
Nations, 2009d). These funds have been utilized successfully in Algeria, 
Chile, Colombia, Ecuador, Kuwait and Mexico, albeit less successfully in 
the Bolivarian Republic of Venezuela. The design and operation of these 
funds are by no means straightforward matters, depending as they do on 
the strength of fiscal institutions; appropriately designed international 
compensatory finance mechanisms are therefore indispensable. 


Debt management 


Because of the implications of deficit spending, coherence between a 
development-oriented macroeconomic policy and debt management will 
be critical. Developing-country authorities must not only effectively manage 
their own domestic and external debt obligations, but also monitor and 
regulate those of the private sector, particularly its external liabilities, given 
that even completely private debt contracts become public responsibilities 
in the event of a financial or payments crisis. Regulating private external 
liabilities will require effective policies associated with capital-account 
controls. In the case of public liabilities, the mix of external and domestic 
obligations requires special attention. Policies that expand domestic public 
debt merely to sustain external service obligations tend to crowd out 
domestic investment and induce higher domestic borrowing costs, and 
hence must be avoided. In such a situation, a more coherent policy would 
entail restructuring external debt obligations, which only underlines the 
need for a coherent international debt mechanism, as discussed below. 


Financial sector development and prudential regulations 


The public sector has to play a leading role in domestic financial market 
development in developing countries. At low levels of development, this is 
not a matter of choice: Public sector liabilities are often the only generally 
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traded financial assets in the banking sector, which is why effective public 
sector debt management is a necessary condition for domestic financial 
development. As development proceeds, a deep and well-functioning 
domestic financial sector can help scale up financing of government invest- 
ment priorities. 

Building and retaining both macro- and microprudential regulatory 
capabilities are critical to financial sector development. Yet commitments 
under the General Agreement on Trade in Services and free trade and 
bilateral investment treaties have caused a premature dismantling of capital 
controls and regulatory oversight over the mix of private financial services.’ 
Ongoing global efforts directed at financial regulatory reform must clearly 
demonstrate that domestic authorities’ regulatory responsibilities take 
precedence over commitments under the General Agreement on Trade in 
Services. Domestic authorities have also been under extreme pressure to 
adopt international prudential standards, such as those emanating from 
the Bank for International Settlements, in order to retain access to external 
financial resources and services. Owing to the limited participation of 
developing countries in their design, international banking prudential 
standards possess many features that are either irrelevant to, or too costly 
to implement in, developing countries. As the crisis has also proved these 
standards to be highly pro-cyclical, they are now subject to redesign as 
part of global regulatory reform efforts. This offers the opportunity to elicit 
greater developing-country participation in standards design, including the 
possible incorporation of rule-based differential treatment for countries 
with less developed financial sectors. Strengthened domestic capacity 
in prudential regulation will require a domestic capacity to adapt and 
implement international standards based on local conditions, with a view 
to ensuring that those regulations are counter-cyclical in nature. Financial 
regulations should also promote greater access to finance, including through 
the provision of credit to underserved groups, while protecting consumers. 

Regulatory structures should also be designed to reduce asset and liability 
risks, such as currency mismatches, and these rules need to encompass 
cases of indirect exposure of firms and other domestic agents that have 
borrowed from the banking system, as such exposure can have systemic 
impacts, like those experienced by countries in Eastern Europe during the 
recent global crisis. There are numerous ways to achieve these objectives 
(see Stiglitz and others, 2006) including through outright restrictions on 
foreign-exchange exposures and loans, higher capital requirements for 
short-term lending in foreign currencies, and adverse tax treatment for 
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foreign currency-denominated borrowing (especially when it is short- 
term). The goal would be to establish a simplified set of rules which reflect 
local regulatory capacity. Similarly, governments can target exposures to 
risky sectors that are prone to speculative bubbles, such as real estate, by 
imposing restrictions or higher capital requirements on these sectors. These 
types of regulations can be designed to be counter-cyclical, so that the cost 
is tied to the proportion of a bank’s assets in the sector concerned, based on 
the forward provisioning discussed above. 

Since the 2008 crisis, increased attention has been paid to regulations 
that focus on systemic risk, such as leverage across the financial system and 
risks generated by large interconnected institutions. These macroprudential 
regulations aim at reducing the procyclicality of finance and its effects on 
the real economy, and are designed to limit credit growth during boom 
periods and ease credit contractions during economic slowdowns. Hence, 
in order for macroprudential regulation to be effective, regulators need to 
be able to monitor systemic risk throughout the entire financial system, 
including the shadow banking system. 

With their complexity, lack of transparency and increased leverage, 
derivative products have increased risk in the financial system. Their 
growth is a key issue for developed-country markets, where multilateral 
progress on reforms has been slowed by technical disagreements and 
competitive pressures among financial centres. Of concern to developing 
countries is the impact of derivatives on the overall stability and flexibility 
of international financial markets and on commodity prices. In recent years, 
financially driven trading on futures contracts had significant and abrupt 
price impacts, introducing difficulties related to balance of payments, fiscal 
deficits and the availability of fuel and food in many developing countries. 


Capital controls 


Capital controls could be regarded as an alternative and possibly less costly 
policy tool for addressing capital flow volatility. They can be price-based, 
such as taxes on inflows that act as “speed bumps”. By making capital inflows 
more expensive, they reduce the volume of inflows during a boom, thereby 
limiting the expansion of the bubble. Chile and Colombia used price-based 
controls effectively in the late 1990s, and Brazil implemented them in the 
fall of 2009, in the face of resurging short-term capital inflows. Alternatively, 
some countries, like Malaysia during the Asian crisis, instituted quantity- 
based controls on inflows, outflows or both. The type of controls that 
work best depends on the specificities of the country’s markets and its 
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administrative capacity to apply them. Countries often have been reluctant 
to use capital controls, fearing a possible backlash from the markets. 
Regional coordination, with a group of countries implementing controls at 
the same time, could help shield any one country from the stigma associated 
with such an undertaking, but it would not reduce the perception in the 
markets of increased risk. IMF could have a significant role to play here. 
Given the wider recognition that capital-account liberalization is proper 
only for economies that have reached a certain level of development (Kose, 
Prasad and Taylor, 2009), it is time to enhance the capacity of the Fund 
and other institutions to monitor the workings of private international asset 
markets—including through increasing staff skills—so as to be in a position 
to assist countries in implementing effective capital-account controls. 


Closed-end trust funds for development financing 


Closed-end trust funds could be an effective means of putting developing 
countries in the driver’s seat in terms of applying for external funding and 
managing aid and capital flows for macroeconomic stability. The concept of 
trust funds for individual countries and for subsets of countries already has 
precedents and can be expanded. 

Ensuring that recipients control these funds is a key requirement. The 
funds could issue “A” voting shares and “B” non-voting shares, with rules 
on how many of each type parties of different kinds could purchase. They 
could also issue their own bonds to provide private investors with one non- 
speculative means of sharing in the development of a country. As in the case 
of advance market commitments, these funds could become the preferred 
destination of official development assistance (ODA). In establishing these 
funds, there should be clear rules regarding the kinds of flows they would 
receive and for which purposes and under what conditions their resources 
could be utilized. 

Trust funds could be a depository of commodity stabilization funds and 
part of a country’s reserves could be invested in trust funds (D’Arista and 
Erturk, 2010). The trust funds could issue GDP-linked bonds, in which 
multilateral financing institutions might consider taking portfolio positions. 
In the Asia and Pacific region, there have been proposals on establishing 
financing mechanisms designed to redirect the substantial international 
reserves accumulated by some developing countries in developed- 
country financial instruments towards financing regional infrastructure 
requirements (United Nations, Economic and Social Commission for Asia 
and the Pacific, 2006). 
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The advantages of a country-controlled trust fund mechanism designed 
to absorb aid flows are particularly attractive. Bilateral donors and existing 
global funds would contribute to trust funds, which would disburse funds 
to and collect resources from recipient countries in accordance with 
programmatic and budgetary needs. Donors would be able to disburse 
their aid without necessarily undermining the macroeconomic stability 
of the recipient countries since the trust fund could serve as a smoothing 
mechanism for the use of donor funds. A closed-end structure for the 
fund is most consistent with its development assistance purpose: it is not 
obligated to service redemptions even though its shares could be traded in 
financial markets. Countries could invest part of their international reserves 
in the fund which would in effect serve as a means of recycling their savings 
for their own development needs. Trust funds could be administered by 
professional investment advisers and controlled by the country government 
in which donors would be adequately but not overwhelmingly represented. 

The trust funds could also be allowed to purchase government securities 
of developing countries so as to tie aid to future domestic resource 
mobilization efforts. Experience exists in this area: in a number of cases, 
multi-year aid commitments have been converted into bond purchases to 
fund and front-load resources for tropical medicines. Recipient countries, in 
turn, could also be allowed to periodically deposit part of their savings into 
these funds as insurance against shocks, and draw upon them in response 
to shocks. In the same vein, the trust funds could serve as a vehicle for 
channelling resources made available through international compensatory 
financing mechanisms and allocations of special drawing rights (SDRs). 
This would help align use of short-term financing needs with long-term 
development objectives. One proposal in the Monterrey Consensus of the 
International Conference on Financing for Development (United Nations, 
2002) was to use SDRs for development purposes with the ODA trust funds 
providing the institutional setting within which to do so. 

D’Arista and Erturk (2010) present other possible features of these funds 
as related to their structure, their governance and their investment strategies. 
These funds could issue their own liabilities in a variety of national currencies 
and use the proceeds to pay for stocks and bonds of private enterprises and 
public agencies denominated in local currencies across a wide spectrum 
of developing countries. The funds’ liabilities would be marketed both 
to private institutional investors in advanced economies and to official 
investors from emerging economies and would also qualify as international 
reserves guaranteed by a multinational agency and its member countries. 
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Investing the reserves of developing countries in these funds would redirect 
external savings back into the economies of the countries that owned the 
reserves rather than into the financial markets of strong-currency countries. 
Moreover, their closed-end structure would ensure that long-term funds 
were provided and that sales of the funds’ liabilities by investors did not 
force redemptions that could disrupt development projects. 


Retooling the international financial architecture 


Global monetary and financial arrangements are inconsistent with the 
requirements of development-oriented macroeconomic policy. These 
rules and mechanisms will need to be transformed if policy coherence is 
to be achieved. It must be emphasized that the reforms discussed below 
constitute an ensemble of interlocking pieces which have to be set in place 
simultaneously. 


Multilateral macroeconomic coordination and surveillance 


Surveillance by IMF had previously focused on problems in emerging 
markets and developing countries, while devoting insufficient attention 
to major financial centres and the vulnerabilities within global financial 
markets. The global financial crisis has made clear the fact that there is an 
urgent need to strengthen vigilance over risks emanating from the major 
developed countries. This will require better cooperation on the part of 
monetary and financial authorities from mature financial markets and 
advanced economies, which must bear the burden of greater responsibility 
for systemic stability. Surveillance must differentiate among countries in 
terms of their influence on systemic stability, and must be more rigorous for 
countries issuing major reserve currencies. 

Inorder to reduce policy conflicts over surveillance activities international 
macroeconomic coordination must be strengthened, institutionalized and 
development-oriented. It must ensure that the composition of aggregate 
demand assigns greater weight to investment in support of future 
productivity growth and the transformation needed to establish low- 
emissions and renewable energy sectors and infrastructure required to meet 
the challenge of climate change (see box V.2). Demand across countries will 
have to be rebalanced so as to ensure that financing is actually channelled to 
developing countries, rather than to developed countries. Sustaining strong 
demand in the developing countries, particularly investment demand, is 
consistent with a development-oriented macroeconomics. 
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Box V.2: Challenges in financing the global climate change response 


The estimated additional investments needed to address the adaptation to and mitiga- 
tion of climate change are large in absolute terms. It is often pointed out that these 
constitute only a small fraction of world output, in the order of 1 and 2 per cent of world 
gross product (WGP) per annum by 2030. At present levels of WGP, this would amount 
to between $0.6 trillion and $1.2 trillion per annum in new investments. As analysed in 
detail in World Economic and Social Survey 2009: Saving the Planet, Promoting Devel- 
opment (United Nations, 2009a), rather than delayed until 2030, many of these invest- 
ments will need to be front-loaded, both to effectuate the urgent shift to a low-emis- 
sions economy and to minimize the damage from unavoidable changes in the climate. 


Climate change is already affecting livelihoods in many countries, especially develop- 
ing countries and small island developing States, including through more frequent and 
intense weather shocks. Measures for climate change adaptation therefore need to be 
implemented now so as to avert major impacts in the form of greater food insecurity, 
water scarcity and lives lost through natural disasters, among others. Technologies to 
generate clean energy for climate change mitigation do exist, but are still utilizable 
only at a multiple of the cost of those technologies using coal and fossil fuels which 
are the main source of greenhouse gas (GHG) emissions. To make renewable energy 
more affordable and accessible in amounts sufficient to meet higher demand from 
developing countries as they try to accelerate economic progress and to ensure that 
GHG emission-reduction targets are met in a timely manner, clean energy production 
will need to be carried out on a much larger scale, which would require massive invest- 
ments starting today. 


Front-loading of such investments will put pressure on the financial system in respect 
of mobilizing the required resources. The earlier cited United Nations report (2009a, 
table VI.2) estimates that 34-57 per cent of the additional global investments for cli- 
mate change mitigation and most of those for adaptation would need to take place 
in developing countries. Despite the recent proliferation of climate-related funds, the 
amount currently promised and expected to be available for meeting the climate chal- 
lenge in the near term, from bilateral and multilateral sources, is woefully inadequate. 
Current dedicated climate resources have been estimated at about $21 billion and 
e very heavily skewed towards mitigation. Estimates of the annually required total 
amount of climate financing for developing countries vary, but on all counts they are a 
large multiple of that figure and total up to as much as about five times the 2010 levels 
of official development assistance (ODA). The difficulty involved in reaching even those 
levels of ODA suggests that global financing for climate change will require a much 
more determined effort on the part of advanced countries to provide bold leadership 
on the climate issue and bolster international cooperation. And it will also require an 
effort on the part of developing countries to mobilize a larger share of their resources 
for cleaner investments along a new, sustainable growth path. 


fas) 
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The purpose of a sustained injection of external financing in amounts large enough 
to give the “big push” needed to embark on a low-emissions development path is to 
simultaneously accelerate and sustain growth in developing countries at levels higher 
than in the past. This initial big push from official sources of finance, in combination 
with various policy mixes, including price incentives, regulation and targeted industrial 
policies, would begin to raise domestic sources of finance for investment in both the 
public and the private sectors (Ackerman, Kozul-Wright, and Vos, 2012). The evolving 
mix of public and private investment will no doubt vary among countries, but for many 
developing countries, and possibly for some developed countries, public investment 
would have to take the lead, along with stronger regulations, before large-scale private 
investment began to materialize. 


The need for sizeable external financing to address climate change in developing 
countries appears to be at odds with present patterns of global resource transfers. Net 
financial transfers to developing countries have been negative over the past two de- 
cades at least (see figure V.7). The resource flow from poor to rich countries exceeded 
half a trillion dollars annually in the last three years. A big push oriented towards invest- 
ing in clean energy in developing countries would thus require reversing this trend. 
It also follows that the mobilization of climate financing will need to be aligned with 
coordinated policy efforts to deal with the problem of global imbalances. 


In the current situation, rebalancing demand by relying on consumption 
demand in the United States is undesirable and unlikely. Since rates of 
capacity utilization are at historic lows, private investments are also expected 
to remain weak in the major developed economies. With the prospective 
phasing out of the fiscal stimulus, net exports of the major deficit countries 
would need to increase. Starting with China and other parts of developing 
Asia, major surplus countries will need to absorb the rising exports of 
deficit countries. In surplus countries, this could be through fiscal stimulus 
(United Nations, 2010, p. 31). 

Sustainably rebalancing the world economy will take many years and 
such a framework cannot be left to ad hoc consultations at the Group 
of Twenty (G-20) level. The monitoring of business cycles at the global 
level and the triggering of multilateral discussions and responses should 
be institutionalized within the multilateral system. Other steps include 
enhancing the technical capacities of global agencies with macroeconomic 
and financial mandates to design counter-cyclical policy, and designing 
enforcement mechanisms to make policy coordination effective and 
accountable. 
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International coordination of financial regulation 


Sufficient finance for development can be achieved only within a sound 
international financial system. Some regulations will likely always be 
developed to fit the circumstances of a specific country, but without global 
coordination, there is the danger that investors will engage in regulatory 
arbitrage between different regulatory frameworks, often through 
complicated derivative products, thereby disseminating increased risk 
throughout the global financial system. 

Financial market regulation should aim to ensure the safety and 
soundness of the financial sector, while maintaining a broad focus on 
systemic stability. Authorities in larger mature financial markets bear 
the responsibility for ensuring that their market activities do not unduly 
destabilize the international economy. Many existing risk assessment 
methods and prudential rules, such as Basel I and Basel II, and loan-loss 
provisioning, have been seen to exacerbate cyclicality (United Nations, 
2008). In the late 1990s, Asian countries were adversely affected by prudential 
rules in the major financial markets, and as a result experienced a credit 
crunch on top of the sudden stop in short-term capital inflows. There is a 
need for a global mechanism capable of setting standards applicable to all. 
The conversion of the Financial Stability Forum to the Financial Stability 
Board, though it lacks adequate representation and enforcement power, 
represents a step in this direction. A World Trade Organization-like regime, 
with enforceable rules, has also been suggested. The Commission of Experts 
of the President of the United Nations General Assembly on Reforms of the 
International Monetary and Financial System proposed taking steps to lay 
the groundwork for a global financial authority charged with coordinating 
financial regulation, including oversight of global rules in certain areas, 
such as money-laundering and tax secrecy. 


Counter-cyclical financing to mitigate external shocks 


Protecting economic growth from commodity price changes in such a 
manner as not to introduce debt vulnerabilities has long been identified as 
a financing-for-development need. There are two general kinds of external 
shocks: commodity price shocks and global demand shocks. The IMF 
Compensatory Financing Facility, which had been a mechanism of long 
standing designed to deal with the first kind of shock, was particularly 
valuable for low-income countries. The Facility was gutted in 2001 and 
folded into the poverty reduction strategy, which effectively made access to 
finance in order to deal with commodity shocks conditional on domestic 
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economic policy and governance reforms, even though the balance-of- 
payments problem in the case of commodity price shocks is not due to 
domestic policies or mis-governance. 

The principles according to which such financing should be provided are 
clear enough. Resources should be made available: (a) in a timely manner, 
(b) in sufficient quantity to permit the affected country to finance essential 
imports and (c) with no conditionality with respect to covering an external 
deficit that had nothing to do with domestic policy. Recent reforms of IMF 
credit facilities, in effect restoring many of the features of the previous 
“compensatory financing” facilities, will need to be institutionalized as far 
more than a crisis response, and in a form that would include increased 
access for all low-income countries. 

For global demand shocks, there exists a need for the capacity to provide— 
and by extension create—global liquidity through the possibly increased use 
of SDRs—a capacity that is now available only on an ad hoc basis. 

Associated policies that would improve macroeconomic performance 
include stabilization funds that countries would build up during periods 
when commodity prices are high in order to ride out the price slumps. In 
the long run, developing countries must acquire sufficient policy space and 
demonstrate sufficient audacity in order to diversify domestic production 
and reduce dependence on commodity earnings. Incorporating state- 
contingent features in external assistance programmes and debt contracts 
can be critical to debt-distressed commodity-dependent countries 
(Nissanke and Ferrarini, 2007). 


International tax cooperation 


The potential to increase development finance simply by strengthening 
the capacity of developing countries to collect their proper share of taxes 
from international private enterprises (part of global value chains) that 
operate within their borders was examined in chapter III. The conservative 
estimate® of $250 billion per year in additional tax revenues that could be 
made available to developing countries would triple the resources now 
being provided through ODA (FitzGerald, 2010). 

With the widespread dismantling of capital controls, the international 
relocation of assets for tax purposes and regulatory arbitrage, if not evasion, 
has been facilitated by the infrastructure of the growing international 
financial industry. Heightened capital mobility, in the absence of tax 
harmonization and financial regulatory coordination among countries, 
has spurred regulatory and tax competition among jurisdictions, which 
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has diminished the capacities of tax and financial authorities to secure the 
information required for financial supervision and tax collection. 

Regarding transnational economic activities, developing countries must 
find a “balance between maximizing their share of revenues and maintaining 
a climate that attracts inward investment” (FitzGerald, 2010, p. 5). As a basic 
principle, the tax and regulatory stances sovereign countries choose must 
not be undermined by the tax and regulatory stances of other countries. Yet 
strict reporting and regulation in one country can be circumvented because 
of the ease with which assets can be transferred. Given that state revenue 
generation must keep in step with growth if state capabilities are to develop, 
reliance on income and capital taxation is unavoidable. It has now become 
an international issue due to asset mobility and the ability of transnational 
corporations to reapportion income to their tax advantage using transfer 
pricing (ibid., p. 6). 

Strengthened international information exchange and cooperative 
enforcement is required. Governments will need to boost their capacity 
to cooperate and monitor transnational financial activities in order to 
protect their tax bases and the viability of their financial regulations. It 
is necessary to undertake this task within a broader framework than is 
possible under the auspices of the Organization for Economic Cooperation 
and Development (OECD). It will be necessary to widen the scope of 
multilateral tax cooperation beyond what has been spearheaded by the 
G-20, likely requiring greater reliance on the framework provided by the 
United Nations. 


International debt contractual arrangements and resolution 


Due to the lack of a legal framework, sovereign debt restructurings have 
been incomplete, chaotic and costly. The uncertainty surrounding the 
process is another reason why countries have been building reserves 
(Ocampo and others, 2010). A sovereign bankruptcy framework, with a fair 
arbiter, needs to be developed. Many proposals have been advanced,’ but 
the international community has yet to move forward on any of them. The 
issue has been raised again by the crisis in Greece—a reminder that this gap 
in the financial architecture must be filled if the global system is to become 
more stable. 

Current debt-relief and restructuring approaches, and their associated 
conditionalities, have not paid sufficient attention to basic growth 
requirements and the expansion of policy space genuinely needed to 
overcome debt distress (United Nations, 2005; United Nations, General 
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Assembly, 2007). The Paris Club of Industrial Country Creditors 
arrangement violates good governance norms which call into question a 
process in which an ad hoc committee of creditors passes judgement on 
debtor country obligations (United Nations, General Assembly, 2007) that 
are enforced under the auspices of IMF. It also conflicts with the spirit of 
political agreement in the Monterrey Consensus, which affirms that “[D] 
ebtors and creditors must share the responsibility for preventing and 
resolving unsustainable debt situations” (United Nations, 2002, para. 47). 

Moreover, the arduous Paris Club process does not result in a true 
resolution of debt claims. Significant donors and lenders are left out of 
the Paris Club, a fact that hobbles the debt-relief commitments under the 
Heavily Indebted Poor Countries (HIPC) Initiative and forces these donors 
to find other means to enforce their claims. Some private parties, so- 
called “debt vultures,” have instituted legal proceedings in financial sector 
jurisdictions with a view to profiting from sovereign debt distress. There is 
thus a need for a fair and internationally accepted debt workout mechanism 
for official debt obligations that applies to all creditors. 

On the lending side, improved international financial regulation is needed 
to stem excessive risk-taking and capital flow volatility. As indicated by the 
Group of Thirty (2009), there is a critical need to plug gaps and weaknesses 
in the coverage of prudential regulation and supervision; to improve its 
quality and effectiveness, including through appropriate capital controls 
and macroprudential regulatory reforms; to impose counter-cyclical 
biases in rules for reserve requirements and loan-loss provisioning; and to 
strengthen institutional policies and standards, including in accounting and 
public disclosure, and the transparency of financial markets and products. 


Global reserve and payments system 


As discussed above, the build-up of global imbalances to global crisis levels 
may be traced back to a trap inherent in the reserve and payments system 
whereby reserve-creating countries are able to run payments deficits as 
long as other countries find it in their interest to keep building up their 
international reserves in the currencies of the reserve-creating countries. 
If this trap is not eliminated, all financial regulatory reform will come to 
nought, because the mechanism facilitates an almost unlimited supply of 
credit from reserve-accumulating countries, resulting in increased global 
liquidity, which in turn has to be intermediated by the financial industry. 
What is required is a reserve and payments system that does not rely on 
national deficits to provide reserve assets. 
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Before the crisis, there had been a move towards a multi-currency reserve 
system, which became more pronounced with the introduction of the euro. 
A multi-currency system might revive the instabilities seen in the 1930s and 
exacerbate those instabilities already in play among the major currencies 
(DArista and Erturk, 2010, p. 14). The gyrations in exchange values among 
the major currencies would make it harder for developing countries to 
target a real exchange-rate level consistent with stable growth. Second, 
short-term capital flow movements stimulated by interest-rate differentials 
or business sentiment in the major markets tend to be sizeable under a 
multi-currency system and thus the dominant determinant of exchange- 
rate fluctuations. A system of more stable exchange values, whether 
anchored on one currency (as was the case for the system that existed before 
1971) or on a special drawing right-type asset, would moderate these flows 
and reduce developing-country exchange rate setting dilemmas (United 
Nations Conference on Trade and Development, 2009b). 

A feasible path towards a more stable system would see an increased 
use of special drawing rights within a system of nationally supplied reserve 
assets dominated by the dollar. The current crisis has already seen a more 
than tenfold ad hoc increase in the total quantity of SDRs in existence. The 
SDR, already the unit of account of IMF is a basket of four currencies—the 
dollar, the euro, the Japanese yen and the pound sterling. The weight of 
each currency in the basket is based on the value of the exports of goods 
and services and the amount of reserves denominated in the respective 
currencies held by other members of IMF. Given the changing weights in 
the global economy, other currencies, including those of emerging market 
economies, would need to be included in the SDR basket. 

The members of IMF could start a process directed towards increasing 
the use of SDRs as a currency for central bank operations among themselves 
(though under the present rules, the United States has a single-country 
blocking vote on the issue of increased SDR allocations). SDRs could be in- 
creased through periodic allocations in line with the expansion of interna- 
tional commerce. The Commission of Experts of the President of the United 
Nations General Assembly on Reforms of the International Monetary and 
Financial System proposed regular or counter-cyclical issuance of SDRs 
(United Nations, General Assembly, 2009b; D’Arista and Erturk, 2010). IMF 
could begin by using only SDRs in its standby lending and extinguishing them 
as loans are paid back. SDRs could also be invested in bonds issued by regional 
development banks. The Commission also advocates using SDRs to support 
regional financing requirements (United Nations, General Assembly, 2009b). 
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Of great interest are proposals to shift to the allocation of SDRs based 
on need or performance, instead of on the economic significance that 
determines voting shares in IMF. Ocampo (2009) proposes giving larger 
allocations to countries with the highest demand for reserves and allowing 
IMF to use unutilized SDRs to buy bonds from developing countries. 
Ocampo proposes generous overdraft or “drawing” facilities which could be 
used on an unconditional basis by all member countries and recommends 
that IMF be authorized to suspend the right of countries with large surpluses 
or excessive reserves to receive SDR allocations. 

To turn the SDR into an investment asset or a unit of value (roles that the 
United States dollar plays at this time), more institutional changes and more 
time would be required, along with possibly giving IMF the role of a market 
maker for the buying and selling of SDRs at spreads comparable to those 
on the United States dollar (Eichengreen, 2009). Additional international 
agreements (regarding what kind of debts SDRs might discharge, for 
example) could also increase its viability as an investment asset. 

To summarize, reducing dependence on the dollar through increased use 
of a created currency made up of a basket of currencies such as the SDR could 
be a significant step towards greater stability in the world economy. Greater 
SDR use would constitute an additional tool for creating the international 
liquidity needed for the conduct of a global counter-cyclical policy, for which 
there is already a precedent, as reflected in the April 2009 decision of the 
G-20. Greater reliance on the SDR could also open up the possibility of 
utilizing such a created currency for development or other global purposes. 
SDRs can be used to swap for bonds of developing countries or backstop the 
issuance of global bonds whose proceeds could be used for specific purposes. 
This latter approach basically describes the mechanism for climate change 
financing proposed in an IMF staff paper (Bredenkamp and Pattillo, 2010) 
and a recent UN study on innovative development financing (United Nations, 
2012). Developed countries would pledge their SDR allocations to a “green 
fund” (or to the “Green Climate Fund” the establishment of which was agreed 
in the context of the UNFCCC at Durban in 2011), which would then float 
bonds backed by the SDRs to fund climate change spending. 


Regional arrangements 


Several initiatives on regional monetary and financial cooperation have been 
advanced in the areas of macroeconomic and exchange-rate coordination, 
crisis responsiveness and prevention, and mobilization of development 
financing. While some may be long on ambition and short on performance, 
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regional arrangements do offer clear advantages to the international system 
and international discussions should therefore increasingly recognize their 
potential (Ocampo, 2001). 

In the area of monetary and financial cooperation, regional arrangements 
could exploit pooling advantages, both in terms of risk and in investment. 
Notwithstanding the fact that regions are subject to contagion, risk pooling 
of international reserves can be a first line of defence, especially in the 
context of regional surveillance and mutual commitments among pool 
members regarding remedial action." Pooling to create larger bond markets 
and investment funds has been discussed as a response to infrastructure 
requirements, including for increased integration in the Asia and Pacific 
region (see box V.3). 


Box V.3: Funding of regional development gaps in the Asia and the Pacific 


The global economic crisis has underlined the need for regional cooperation in funding 
development gaps—a process in which Governments coordinate their fiscal spend- 
ing around a commonly shared paradigm of inclusive and sustainable development. 
Countries in Asia and the Pacific have accumulated vast amounts of foreign-exchange 
reserves, motivated in part by the desire to create a buffer in case of large external 
shocks. Yet, holding such reserves comes with costs. This is so in part because the re- 
gion's reserves are currently being invested in low interest earning deposits in the de- 
veloped world, while a significant share of the reserves accumulated between 2001 
and 2008 (about half) were in fact “borrowed” (that is, through running capital-account 
surpluses) at rates typically higher than the return on reserves. There may also be im- 
portant opportunity costs, as there are at the same time important long-term invest- 
ment needs to be financed. These opportunity costs likely outweigh the benefits of 
holding reserves for precautionary needs when the stock of reserves goes beyond the 
minimally required level and when long-term financing is scarce. Reserve holdings in 
Asia have increased beyond the equivalent of three months of imports to two to three 
times the stock of short-term external debt, hence it is likely that their size extends well 
beyond the size of what would be considered a comfortable buffer. 


Capital markets for long-term financing in the region remain relatively underdeveloped 
and there is vast scope for using official reserves to foster such markets. There have been 
some moves in recent years towards greater integration of regional equity markets and 
promoting the development of local-currency bond markets at the regional level, but 
progress has remained limited. Intraregional investment in local currency bonds has 
remained subdued owing to the existence of too many legal and institutional impedi- 
ments, as well as a lack of investment information (Arner, Lejot and Rhee, 2005). The 
move forward of the Asian Bond Market Initiative, intended to foster the growth of local 
currency bond markets, has only been slow, as countries have remained preoccupied 
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with addressing issues of harmonization of rules and regulations and there has been a 
lack of transparency in its investment targets and fund performance. 


One priority target for alternative uses of excess official foreign-exchange reserves, 
both for domestic development and for increasing regional integration, would be the 
massive unmet infrastructure funding needs across Asia and the Pacific (United Na- 
tions, Economic and Social Commission for Asia and the Pacific, 2006). It is estimated 
that the region, with an annual shortfall of more than $200 billion, needs an annual 
investment of more than $600 billion in transport, energy, water and telecommuni- 
cations. One option for countries in the region would be to allocate a part of their 
eserves to a trust fund set up to guarantee bond issues for infrastructure financing. 
n May 2010, for example, members of the Association of Southeast Asian Nations, 
joined by China, the Republic of Korea and Japan ("ASEAN+3"), set up a $700 million 
bond fund backed by $130 million from the Asian Development Bank and a total of 
$570 million from member countries. The trust fund will provide guarantees for long- 
term local currency-denominated bonds. Progress in the creation of these kinds of trust 
funds has been limited so far, however, because of a lack of agreement on the alloca- 
tion of voting rights in such funds. 


= 


A financial architecture within the Asia and Pacific region could grow out of success- 
ful regional experiences in establishing and operating such funds. These funds would 
provide a more effective intermediation between the region's growing savings and 
foreign-exchange reserves and its established investment requirements than is cur- 
rently being achieved through the recycling of reserves to finance developed-country 
deficits at substantial opportunity cost. 


There are important complementarities between world and regional 
mechanisms. Regional institutions could “play a useful role in setting 
norms, in the adaptation of international norms to regional conditions 
(given different regulatory traditions), and in reducing learning costs 
and sharing experience with institutional development” and could “also 
establish mechanisms to ensure surveillance of their regulatory systems 
and, eventually, regional currencies” (Ocampo, 2001, p. 21). They have 
the potential to provide programmes that are better tailored to the 
regional situation and the situation of small countries, inasmuch as global 
institutions tend to be more responsive to systemic players. Finally, regional 
mechanisms can use the fact that they offer their participants a greater voice 
to help aggregate commitment to and coordination with global mechanisms. 
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CONCLUSIONS 


The agenda encompassing the reform challenges set out in this chapter is 
enormous and entails urgent political requirements. The reforms must be 
undertaken as a whole whose parts are mutually reinforcing. Fiscal policy 
and monetary policy should not operate at cross-purposes domestically 
and both must sustain investment. Both must also be coherent with 
international arrangements (and vice versa), particularly the controls 
exerted over international private asset flows, which are part of prudential 
regulation. The political resources the international community can draw 
on in order to address these challenges are examined in chapter VI. 
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NOTES 


1 


anu 


10 


Reinhart and Rogoff (2008) document the international banking and financial crises 
that occurred over eight centuries. 

The investment rate is the product of many factors, not the least of which is output 
stability in the case of demand-constrained economies (Hailu and Weeks, 2009). 
Among Latin American middle-income countries, the demand constraint imposed 
by the debt-service treadmills in the 1980s had been critical. In Africa, commodity 
price fluctuations played an important role, as did the economic dislocations 
attendant on the profound shift in development strategy beginning in the 1980s. 
See Griffith-Jones and Ocampo (2007). These regulations encouraged unsustainable 
short-term lending to East Asian countries which had to be intermediated in 
the domestic financial sector ahead of the region’s 1997 financial crisis (Montes, 
1998). The explosion of short-term lending followed the regions capital-account 
liberalization in the early 1990s, a trend promoted by Bretton Woods staff. See, for 
example, Claessens and Glaessner (1998), Claessens and Jensen, eds. (2000), Caprio 
and Honohan (2001) and Honohan (2004). 

Recently, in a staff paper (Blanchard, Dell’Ariccia and Mauro, 2010) reflecting a 
change of heart, IMF opined that an inflation rate of 2 per cent was too low and 
proposed a target of 4 per cent. 

Multi-country evidence can be found in Epstein and Yeldan, eds. (2009). 

See Baunsgaard and Keen (2005); and Memis, Montes, and Weeratunge (2006). 
Gallagher (2010) provides details on how commitments under the General 
Agreement on Trade in Services and investment treaties restrict the regulation of 
financial services. 

The estimate is based on the assumption that half of the stock of assets from 
developing countries held abroad is owned by developing-country residents. A 7 per 
cent rate of return and a 20 per cent tax rate are then applied to assets held abroad 
by developing-country residents in order to arrive at lost tax revenues. 

See Herman, Ocampo and Spiegel (2010) for alternative proposals. 

The Economic and Social Commission for Asia and the Pacific (United Nations, 
Economic and Social Commission for Asia and the Pacific, 2010) examines the 
challenges that have beset the Chiang Mai Initiative which is being converted from a 
set of bilateral agreements into a regional foreign reserve pool totalling $120 billion. 


Chapter VI 
A feasible globalization 


MANUEL F. MONTES AND Ros Vos 


BUSINESS AS USUAL IS NOT AN OPTION 


Enormous changes in the workings of and the mechanisms of governance 
over the international economy are under way as a result of the current 
global crisis, the deepest the international community has faced since 
the Great Depression more than 75 years ago. However, the actual shape 
of the outcome is uncertain. While there are powerful interests pressing 
to restore the systems configuration before the crisis, even these will be 
thwarted by the significant economic trends that are already in evidence 
and the unprecedented restructuring underway. Recovery from the global 
financial crisis of 2008-2009 has been slow and protracted, in part because 
of the thoroughgoing and cumbersome process of recapitalization and de- 
leveraging taking in major financial sectors. Even if the world were simply to 
be rebooted worldwide so as to function exactly as it had, one might expect 
the scale of private flows to be more subdued in years to come. Yet, more 
limited flows could still cause additional severe damage in an unreformed 
system. The enhanced risk for sovereign debt crises in Europe that emerged 
in early 2010 was matched by equally risky surges in short-term capital flows 
to emerging markets, triggering renewed financial turmoil worldwide. The 
fact that policymakers have been slow to respond highlights once more the 
glaring gaps in global economic governance. 

If nothing else, the feeble responses to the simultaneous occurrence of 
global food, fuel and financial crises towards the end of the first decade 
of the century revealed inadequacies in international coordination mech- 
anisms. While a number of responses to the current crisis appear to have 
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had some effect, these were mostly ad hoc and insufficient to address the 
more systemic weaknesses in the world economy. 

The European sovereign debt crisis which erupted in May 2010 is a 
case in point. This crisis revealed, first, that unaddressed inconsistencies 
between international private lending in periods of global liquidity, on the 
one hand, and uncontrolled national deficit spending, on the other, served 
as the basis for a crisis whose systemic repercussions could have been more 
limited if there had been more adequate international financial regulation 
and macroeconomic policy coordination. Second, in the throes of the 
crisis, there was no international mechanism in place for debt resolution 
that would not endanger the whole global financial system and/or would 
provide a credible national adjustment path for debtor countries over the 
medium term. Such debt resolution processes, while quite demanding, have 
long-standing precedents in national contexts through a burden-sharing 
process between the debtor and the community of creditors. Third, even 
with the already existing practice of European supranational cooperation, 
the crisis appears to have spiralled out of control because of coordination 
delays among nations operating under disparate political conditions. These 
issues merely underline the urgent need for a global governance system that 
can address the treacherous conditions endangering the world economy 
and ensure a more stable context for development so as to enable it to foster 
and build a sustainable future for all. 

As emphasized in chapter I, the world community must wrestle with the 
economic and financial crisis on top of an already ongoing crisis of food 
and energy insecurity. The harmful effects of climate change are already 
being felt in many parts of the world and must also be addressed. These 
crises had been simmering for decades and their resolution will require 
many years of concerted efforts. Since the economic crisis erupted, there has 
been frequent reference to the truism that a global crisis requires a global 
solution. The problem is that the current global governance arrangements 
do not seem to be up to the task at hand, so that addressing these crises must 
be undertaken simultaneously with overcoming widespread weaknesses of 
multilateral mechanisms. 

This chapter discusses the challenge of rebuilding global governance, 
while seeking to identify key requirements based on the survey of issues 
provided in the previous chapters. The key challenge is to establish a global 
governance system that will harness, instead of cower before the forces 
of globalization. If the experience of the global economy’s last great crisis 
in the 1930s is any guide, the globalization process itself will come to a 
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sudden and catastrophic stop unless properly governed. Its sustainability 
and feasibility can be guaranteed only by an effective global governance 
system. 

The international community is currently engaged in a piecemeal 
reform of global governance. This chapter argues that reforms need to be 
comprehensive. It outlines key areas for reform and the directions that 
reform should take when addressing these areas in an integral way. While 
the piecemeal approach has the advantage of gathering and relying on the 
support of dominant incumbent global players, it has the disadvantage 
of possibly being unable to keep up with the pace as the crisis continues 
to morph into more complex forms (as in the European example). Being 
piecemeal, it also has the potential disadvantage of introducing new 
elements of incoherence. From a purely logical point of view and one that 
recognizes the need to build confidence, a deliberate and deliberative global 
process entailing programmed preparatory conferences focused on various 
areas of concern, which would lead to the strengthening or the creation 
of international mechanisms—a Bretton Woods II, as it were—is clearly 
superior. 

The appeal to the Bretton Woods experience reflects the political 
economy-related uncertainties that beset global economic governance 
reform efforts (see box VI.1). Rebuilding global governance will require 
adjustments involving the derogation of powers and privileges of nation 
states within international bodies. This means that the process is highly 
political and must be conducted in circumstances where technical questions 
are not yet completely settled. Thus, while the pressures to reform cannot be 
evaded, the overall outcome cannot be anticipated in the present discussion. 


GLOBAL GOVERNANCE: QUO VADIS? 


The world has changed enormously since the current system of global 
governance was put together with the founding of the United Nations and 
the creation of the International Monetary Fund (IMF), the World Bank 
and the General Agreement on Tariffs and Trade (GATT). While the 
governance system has not stood still, adjustments have not kept pace with 
requirements of increasing interdependence among national economies 
through trade, investment, finance, international migration, and the 
technological advances in transport and communications. 

On many occasions, the international community has issued pronounce- 
ments on the purposes of the global economic governance system. One of 
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The Bretton Woods conference, officially called the U 


than a month after the Normandy landings and with 


Woods towards the establishment of the Internation 
Development (IBRD) and the International Monetary F 


States Treasury and the Chancellor of the Exchequer o 


Box VI.1: The Bretton Woods conference and economic development 


nited Nations Monetary and Fi- 


nancial Conference, was a gathering of 730 delegates from all 44 Allied nations? in 
Bretton Woods, NewHampshire. The conference was held from 1 to 22 July 1944, less 


more destruction and countless 


deaths yet to come before the Second World War ended. The negotiations at Bretton 


al Bank for Reconstruction and 
und (IMF) followed two years of 


preparatory work entailing background studies and discussions between the United 
f the United Kingdom. 


The Bretton Woods experience highlights the fact that, in creating new international 


Po 


addressing global economic imbalances and (c) those 


part of the envisioned new international order. 


These proposals reflected the belief that the promoti 


po 
supported not only by the United States and British 


regions. Strong support for the development functio 
America, China and still colonized India. 


sources in less developed countries” Far from being an 


opment. The third set of proposals, sometimes overlooked, constituted a fundamenta 


mechanisms, full representation of all parties and stakeholders (India and the Philip- 
pines, although not yet independent States, still attended) is essential. The British pro- 
posal that the negotiations over global arrangements be conducted only by the United 
States and the United Kingdom (the 1940s version of the “G2” with the United States as 
the rising power) was not accepted by the United States. 


icymakers at the Conference were driven by the desire to assert the role of public- 
authority within the realm of international finance in the wake of a major internationa 
financial meltdown. This overall goal culminated in three sets of proposals: (a) those 
designed to regulate international financial markets more tightly, (b) those aimed a 


promoting international devel- 


va 


on of the economic security o 


individuals throughout the world would provide a crucial foundation for post-war 
itical stability, domestically and internationally. These sentiments were strongly 


delegations, but also by many 


other delegations represented at Bretton Woods, particularly those from developing 
countries. In fact, well over half the countries attending were from non-industrialized 


n of the Bank came from Latin 


In this regard, article I(i) of the IBRD Articles of Agreement? affirmed that one of the pur- 
poses of the Bank was to encourage “the development of productive facilities and re- 


accident, the Bank's mandate to 


promote development was strongly supported at the time. Article | of the IMF Articles 
of Agreement: sets out the same objectives, albeit with slight differences in wording. 


Fifty years later, GATT member countries created the WTO through the Agreement 
Establishing the World Trade Organization.4 The parties to the Agreement recognized 
“that their relations in the field of trade and economic endeavour should be conducted 
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with a view to rai 
steadily growing 


he world’s resou 


sing standards of | 
volume of real inc 


production of and trade in goods an 


ces in accordance 


iving, ensuring full employment and a large and 
ome and effective demand, and expanding the 
d services, while allowing for the optimal use of 


with the objective of sustainable development, 
rotect and preserve the environment and to enhance the means for 
doing so in a manner consistent with their respective needs and concerns at different- 
evels of economic development” and “that there is need for positive efforts designed 
o ensure that developing countries, and especially the least developed among them, 
secure a share in the growth in international trade commensurate with the needs of 
heir economic development’. 


seeking both to p 


Three other issues were in the agenda governing the Bre 
o integrate development goals into the post-war internationa 
although they were not incorporated in the purposes set out in the final agreements: 
a) the problem of capital flight from poor countries, (b) the question of restructuring 
he debts of poorer countries and (c) the promotion of government policies (particu- 
arly in Latin America) designed to build more diversified, industrialized and inward- 
focused national economies. The last-mentioned objective was to be attained by en- 

controls, activist monetary policy aimed at domestic goals, 


dorsing the use of capita 
adjustable exchange-rate pegs and government-controlled central banks. 


ton Woods negotiators’ efforts 
financial architecture, 


In the face of increasing global i 
the pursuit, through such effo 
resumed. 


nequality, pervasive financial crises and climate change, 
ts, of a fairer and sustainable globalization, should be 


a Besides 19 Latin American countries, other non-industrialized countries from outside Europe that 
were represented in the conference included China, Egypt, Ethiopia, India, Iran Islamic Republic of), 
Iraq, Liberia, the Philippines and South Africa. 

Available from http://go.worldbank.org/WAUZASKF90. 

Available from http://www.imf.org/external/pubs/ft/aa/aa01.htm. 
Available from http://www.wto.org/english/docs_e/legal_e/legal_e.h 
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the earliest statements of purpose, subsequently restated with slight changes 
in the agreements establishing other international institutions, such as the 
World Trade Organization, appeared in the IMF Articles of Agreement. 
Article I (ii) thereof affirms that one purpose of the Fund was to “facilitate 
the expansion and balanced growth of international trade, and to contribute 
thereby to the promotion and maintenance of high levels of employment 
and real income and to the development of the productive resources of 
all members”. Such phrases, in this specific case applicable to IMF but 
subsequently associated with other institutions, can be read as embodying 
the international community’s view that the expansion of international 
interaction mustin the first place support high and stable employment. Most 


152 e Retooling Global Development and Governance 


importantly, by calling for the development of the productive resources of 
all member countries, the international community has put development at 
the centre of multilateral cooperation and global governance. 

Parsing of this overall objective, Ocampo (2010) comes up with finer 
criteria for evaluating global governance arrangements. They should 
(a) manage interdependence, (b) further the development of societies 
and (c) overcome the asymmetries that characterize the world economic 
system. This proposal recognizes that the construction of international 
public processes and institutions may entail facing the inevitability of 
certain context-specific trade-offs. Through the putting in place of public 
institutions and mechanisms, the global community has conveyed its 
commitment to prioritizing the fulfilment of these criteria (thereby going 
beyond adherence to the standard economic formulation that public goods 
exist only in a situation of non-rival and non-excludable consumption). 

The formulation of “common but differentiated responsibilities” is treaty 
language that encapsulates an international approach to reconciling the 
three above-mentioned goals. While some international arrangements 
will emphasize one goal more than the others, reconciling all three will be 
critical. There is a need to allocate agendas and responsibilities between 
global mechanisms and nation states and also among the international 
processes, in a coherent and mutually reinforcing way. The focus of previous 
chapters has centred mainly on the first two goals. This chapter highlights 
the issue of global asymmetries. 


GLOBALIZATION AND NATIONAL POLICY SPACE 


Nation states must assume the primary responsibility for their own 
development (United Nations, 2002, para. 6), a conception that corresponds 
to the second key pillar of global governance provided by Ocampo (2010). 
Close on the heels of the current economic crisis and the multiple threats 
from climate change, food insecurity and increased political instability, a 
full-blown restoration of the government’s indispensable economic role is 
very much under way. 

The decline in the responsibilities and corresponding capabilities of 
national authorities paralleled the rise of economic interdependence and 
globalization. This trend was “man-made”: states surrendered some of their 
powers, along with the corresponding responsibilities, to the market, on 
the principle that market outcomes were superior to state interventions. 
Rodrik (2002) takes up a phrase—the “golden straitjacket”—introduced 
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by a popular columnist to capture the naivety of this view. There were 
asymmetries between developed and developing countries in the context 
of the state’s retreat from market oversight. Advanced countries tend to 
have a superior informational infrastructure and superior legal powers 
for monitoring market developments. In developing countries, an early 
deregulation often precludes achievement of the institutional development 
needed to govern the market. Reporting requirements on capital-account 
transactions, which would be necessary not only for macroeconomic 
policymaking but also for prudential financial regulation, are a key example 
of such development. As discussed in chapter V, the golden straitjacket in 
financial deregulation subjected developing countries to greater volatility 
in capital flows. 

Part of the above-mentioned decline has been induced by unavoidable 
constrictions arising from increased economic interdependence and the 
spread of largely unregulated private transnational economic operations 
through global value chains (see chap. IV). Countries that manage to impose 
restrictions on capital inflows, for example, risk saddling neighbouring 
countries or economies in the same investment class with increased flows. 
The financial crisis saw bank depositors withdrawing their balances in 
distressed countries and investing these in other centres perceived to be 
more stable. International financial institutions withdrew balances and 
credit lines in overseas branches when they needed to shore up their balance 
sheets in their mother institutions based in developed countries. 

Rebuilding the international governance system will require rebuilding 
the capabilities of the state, both domestically and internationally. States 
must be allowed to keep the powers that will prove necessary if they are 
to take the primary responsibility for their own development. Primary 
responsibility applies not only to the implementation but also to the 
design of development strategy (see chap. II). As discussed in chapter III, 
this principle requires that external assistance programmes align behind 
national development strategies. Sovereign states must respect and not 
undermine the domestic resource mobilization efforts of other states (see 
chaps. III and V). 

The 15 November 2008 Declaration of the G-20 Leaders Summit on 
Financial Markets and the World Economy’ underlined the role of nation 
states in global regulation by affirming that “[rJegulation is first and 
foremost the responsibility of national regulators who constitute the first 
line of defense against market instability”. While this formulation clearly 
recognizes and assigns responsibilities and powers to national authorities, 
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it does not ultimately resolve the difficult issue of rebalancing powers 
between global mechanisms while preserving adequate policy space for 
national governments. The issue of the economic impact of individual 
states’ policies on those of others cannot be completely resolved by a “first 
line” approach. 

Managing financial interdependence will require setting up minimum 
global standards and commitments to adjust domestic policies which will 
reduce national policy space. It will require that each layer of international 
governance be provided with sufficient space and monitoring and 
enforcement capability to fulfil its role. As elaborated on in chapter V, a key 
objective of opening up policy space for developing countries is reducing 
the volatility of private flows to which they have been subjected from 
international markets. 

Important priorities identified in previous chapters include: social 
development (chap. II), controlling aid donor activities (chap. III), industrial 
development and economic diversification (chap. IV) and re-establishing 
capital-account controls and prudential regulation (chap. V). 

The key national policy issue for developing countries concerns the space 
for experimenting with the utilization of a broader range of development 
tools, while building on existing domestic institutions and capabilities 
and proceeding along the lines suggested in chapter II. The international 
community finds itself at the end of the era in which global development was 
promoted through social engineering approaches that sought to create the 
preconditions for the emergence of vibrant private markets. The experience 
in many successor economies of the former Soviet Union suggests that 
building private markets and releasing private initiative for development 
are context-specific and that the rapid importation of Western legal and 
administrative institutions can be costly in human terms. For example, 
rapid privatization of state enterprises not only led to asset stripping but 
also dismantled the informal social support mechanisms that had been 
built up around these enterprises in the socialist period, which led to 
rapid increases in indigence, especially in the first phases of the economic 
transition (Ellerman, 2010). 

The negative experiences arising from the transition matter just as 
much as the positive ones. The major lesson to be learned from the post- 
communist transition is precisely that state institutions are of crucial 
importance. Whereas the example of the Soviet Union had proved that a 
non-market economic system with an all-prevailing state cannot be efficient, 
the transformational recession of the 1990s proved that the market without 


A feasible globalization e 155 


a strong state results in the substitution of unaccountable state power for 
unregulated private wealth accumulation, leading to economic and social 
decline (Holmes, 1997). 


REFORMING GLOBAL ECONOMIC GOVERNANCE 


In 2002, in the Monterrey Consensus of the International Conference 
on Financing for Development, the international community made a 
commitment to “good governance at all levels” (United Nations, 2002, para. 
4), recognizing that striving for good governance at the national level is 
incoherent if not matched by good governance in international bodies and 
mechanisms. Commonly accepted norms for good governance might need 
to be applied systematically to international bodies and processes. 

As embraced by the Bretton Woods institutions in their lending 
operations, good governance is commonly thought to have the following 
characteristics: transparency, accountability, efficiency (or effectiveness, in 
common parlance), fairness and ownership (Woods, 2000). The situations in 
which these general values are relevant are very much overlapping and they 
need to be applied to the specific operational issues confronting international 
organizations. Conflicts-of-interest issues may result in the undermining 
of the values of transparency and accountability. These conflicts of interest 
exist, for example, in international debt resolution mechanisms where the 
Bretton Woods institutions, themselves creditors with a material interest 
in maintaining debt service, have a key role in the Paris Club process, 
which passes judgements on the sovereign debt obligations (see chap. V). 
Unfocused agendas and expansion of activities beyond their assigned role 
in international governance or core competencies violate principles of 
accountability and efficiency. The expansion of the areas under World Trade 
Organization disciplines into financial services and investment rules is one 
product of an unfocused agenda (see chap. IV). 

Effectiveness and fairness require that all stakeholders, particularly 
minorities and small economic players, be assured of having a voice. The 
question of sufficient voice and participation of developing countries in 
the design of prudential standards, highlighted in chapter V, is one aspect 
of this. Fairness and ownership are evidenced through an emphasis on 
participation and democratic processes. Efforts to accelerate progress in 
reallocating voting weights in the Bretton Woods institutions to reflect 
the increased significance of developing countries are consistent with 
promoting good governance. 
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Specialization and coordination 


By design, the international system relies on specialized institutions and 
processes to address specific global issues. As discussed in previous chapters, 
the proliferation of the agendas of existing institutions is a key source of 
system incoherence. In order to eliminate costly duplication and conflicting 
policy agendas, the process of defining more precisely the roles of existing 
institutions and refocusing their existing activities on core competencies—a 
process that has already begun—needs to be accelerated. The previous 
chapters have indicated the general directions in which reform efforts can 
proceed, but have not provided a blueprint. Similarly, this chapter offers 
general directions—not a blueprint—for strengthening governance. 


The World Trade Organization 


The World Trade Organization should remain the champion of the 
multilateral trading system. Its singular role of proscribing engagement 
in discriminatory trade practices by powerful trading nations should be 
strengthened. This will require more rigorous disciplines over free trade 
agreements and economic partnership agreements which not only tend 
to generate unwanted trade diversion but also rechannel commerce into 
venues where developing countries tend to be at a disadvantage. 

The main thrust of the reform process should be towards helping 
developing countries secure access to the markets and technologies available 
in developed countries on a non-reciprocal and preferential basis. Some 
concrete suggestions relating to the realization of such an aim, were presented 
in chapter IV, particularly in regard to strengthening and democratizing 
the World Trade Organization’s dispute resolution process. As discussed in 
chapter IV, the World Trade Organization’s agenda has expanded to include 
trade-related areas, such as financial regulation and migration, whose 
challenges would be better addressed in more specialized venues. 

Most likely, the global regime that emerges from climate change 
negotiations combined with individual-country climate change policies 
will have a significant impact on the global trade regime. For example, 
there are many proposals for border adjustment measures to make up 
for the negative impact on international competitiveness of domestic 
environmental regulations. Disciplines under the trade-related aspects 
of intellectual property rights could prove too restrictive or expensive to 
facilitate a big push in clean energy investment in developing countries. 
Reconciling climate change imperatives with existing World Trade 
Organization disciplines will pose challenges but, as argued in chapter IV, 
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the process of seeking greater coherence between the two regimes should 
begin with a conferring of primacy on the objectives of averting the threat 
of climate change. 

Similarly, attempts at strengthening financial regulation and creating 
more national policy space through capital control are creating tensions 
with rules of the World Trade Organization regarding liberal trade of 
financial services under the General Agreement on Trade in Services, 
where—as suggested in chapters IV and V—primacy in rules setting would 
seem to lie more appropriately with objectives of global financial stability 
pursued as part of financial regulatory reforms. 


‘The International Monetary Fund 


IMF must play a critical role in operating and managing a reformed global 
reserve and payments system and must be the venue for multilateral 
cooperation in exchange rate setting through its surveillance function, 
under the principles elaborated in chapter V.? 

IMF responsibilities and capacities will need to be significantly aug- 
mented if macroeconomic policy coordination is to be institutionalized 
and surveillance strengthened (see chap. V). This will involve extending 
the purview of IMF to include capital movements. In the years immediately 
following the Second World War, when the World Bank and IMF were being 
set up, the focus was on the current account. An emphasis on flexibility 
evolved into a fostering of unsafe volatility as IMF adopted a hands-off—and 
even a cheerleading—stance with regard to expansion of private financial 
flows. As indicated in chapter V, IMF could play a constructive role in assisting 
countries install, operate and coordinate controls in the capital account. 

IMF programmes should simplify conditionality and refrain from 
imposing trade and domestic governance conditions that are relevant to 
payments and exchange-rate issues only in the very long term. A more 
even-handed international debt resolution approach, as suggested in 
chapter V, would determine that IMF should not be the sole source of 
macroeconomic programming since it would be a member of the group 
of creditor-claimants. Debtors, as members of a “cooperative” pool, could 
accord IMF claims some level of seniority, and on the grounds that IMF 
is a public entity. The same conflict-of-interest argument would require 
that IMF, as one of the players in international lending, should not be the 
coordinator of financial regulation. 

IMF must seek to be perceived as an organization basically intent on 
helping countries deal with payments difficulties while preserving the 
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growth of their economies, consistent with its articles of incorporation. 
A more even-handed approach to surveillance, applied particularly to 
countries whose macroeconomic policies have an impact on developing 
countries, as discussed in chapter V, is critical in governance terms for 
protecting the integrity of IMF as an organization that intervenes solely 
in the interest of ensuring systemic stability. A redistribution of the IMF 
capital contributions, with greater weight for developing countries, may 
prove helpful in bringing about the desired reorientation. 


Multilateral development banks 


Multilateral development banks have a critical role to play in contributing to 
an adequate flow of financing for development by leveraging global private 
savings to support critical development projects. In the last decade, the 
flow of non-concessional financing from the World Bank particularly has 
been found to be inadequate (if not negative, net of repayments on existing 
loans), especially with regard to middle-income countries. Increased 
reliance on private lending by the Bank’s potential borrowers has been 
necessitated by the competitive costs of private loans which do not come 
with policy conditionality. Rethinking the role of policy conditionality and, 
by extension, of the kinds of purposes for which multilateral bank resources 
should be applied is therefore critical to ensuring that these banks are able 
to fulfil their critical role. There is in fact a possibility that refocusing the 
activities of multilateral development banks so as to align their lending 
to national development strategies, including a withdrawal from policy 
lending, could actually increase the volume and quality of the finance that 
these banks are able to intermediate for developmental purposes. Genuinely 
finance-oriented multilateral development banks would steer clear of policy 
conditionality and this would also be consistent with the donor-accepted 
principle of country ownership (see chap. III). 

In the case of the World Bank, as a result of reform efforts and shifting 
pressures from donors, which reflect the evolution in approaches to 
development (see chap. II), its resources are being applied in a wide variety 
of areas. Currently, the World Bank, inter alia, is a repository of knowledge 
regarding development, sets standards in the area of debt distress and debt 
resolution, operates a variety of donor-driven trust funds beyond the reach 
of its shareholders, and finances not only development projects but also 
governance reforms in developing countries. 

One possible target of refocusing would be the financing of large 
infrastructure projects, as was the case when the World Bank was first 
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founded. Similarly, the Bank could have a role to play as an implementing 
arm of large-scale energy and infrastructure projects in the area of climate 
change mitigation and adaptation. First, even with liberalized financial 
markets and financial innovations like build-operate-and-transfer and 
build-operate-and-operate, the private sector has not managed to generate 
the kinds of volumes required to finance infrastructure requirements 
without requiring elaborate government guarantees and standard-setting. 
Moreover, the fact that large infrastructure projects, such as dams and road 
construction, are often accompanied by social adjustments and political 
controversy raises the risks to private financiers. As a public institution, 
the World Bank can, in its operations, be asked to assist the private sector 
in the design and co-financing of large development projects within the 
framework of addressing the adjustment and social issues that naturally 
arise from these. It can build on capacities already established through 
incorporating environmental impact assessments in its operations and can 
apply these techniques in handling other social priorities. 

For purposes of coherence, large infrastructure projects financed by the 
World Bank would need to be part of national development plans in recipient 
countries (see chap. II). A focus on large infrastructural projects implies that 
the World Bank could move out of the area of policy conditionality. Policy 
conditionality had been introduced almost as an accident of history in the 
1980s to ramp up financing for developing countries beyond project lending 
levels. This was perceived to be a means of rescuing deposit money banks 
in danger of bankruptcy from the sovereign debt crisis through more rapid 
loan disbursements aimed at funding institutional reform programmes 
for market-oriented development strategies. Reforming sovereign debt 
mechanisms (see chap. V and below) should obviate the need for this type 
of policy conditionality. 

Multilateral development banks can also increase the volume of their 
development finance through bond purchases and bond guarantees, 
particularly at the regional level, for funds devoted to infrastructure and 
energy development. Because of the increased probability of the emergence 
of secondary bond markets facilitated by such intervention, this approach 
could actually help lead to the development of financial markets locally 
and regionally and would be in sharp contrast to the previous approach of 
policy lending intended to facilitate the emergence of private bond markets 
through deregulatory and liberalization reforms. 

Increased use of special drawing rights (SDRs) would open the possibility 
of expanding the financing activities of the multilateral development 
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banks beyond intermediating private savings into development projects 
(United Nations, 2012). Such an approach would be especially appropriate 
if development-oriented macroeconomic policy indeed became more 
widespread and the requirements for large scale financing become more 
prevalent. This would be particularly applicable to climate change financing, 
which might be supported by allocation of SDRs, assuming that the projects 
concerned were in harmony with the global climate change regime. 

In undertaking a loan evaluation, the World Bank would necessarily 
incorporate the probability of repayment based on the best available 
information. However, in the event of a need for debt resolution, because of 
the conflict of interest, as a creditor institution itself the World Bank should 
have the status of being one among other creditors, notwithstanding the 
element of seniority built into the original loan agreement with a public 
lending institution. Governance principles suggest that if the Bank recused 
itself from juries that passed judgement on debtor obligations, it would 
improve internal incentives for effective loan evaluation. 

Regional development banks could consider incorporating these same 
governance imperatives. They could co-finance large-scale infrastructure 
projects with the World Bank and also focus on development of regional 
and national financial markets by taking bond positions in those markets 
(see chap. V). These banks are better placed to participate through their 
expertise in institutional development in their regions. According to 
Ocampo (2010, p. 14), “[i]nstitutional development, the creation of mech- 
anisms of social cohesion, and the accumulation of human capital and 
technological capacities (“knowledge capital’) are essentially endogenous 
processes” and are better developed locally. 


Missing or weak international institutions 


Surveys in previous chapters have identified critical areas that are 
characterized by a lack of international mechanisms and institutions. 


International financial regulation 


International financial regulation constitutes the most current challenge. 
Much of the existing international financial architecture relies on private 
organizations and, as the current crisis suggests, public oversight over and 
regulation of those organizations are indispensable. Accounting standards 
are determined in the private International Accounting Standard Boards, 
whose activities are mainly financed by large global accounting firms. The 
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international coordination of equity market regulation is dependent on the 
deliberations of the International Organization of Securities Commissions 
(IOSCO). There is also a need to improve private oversight over credit 
ratings agencies. Chapter V emphasized that financial sectors in mature 
industrialized economies must bear the additional burden of maintaining 
financial standards so that their activities do not impose instability on other 
economies. It also suggested the need for an independent international 
process overseeing international financial regulatory mechanisms, which 
would take precedence in rule-setting over the World Trade Organization, 
because expanding global financial services need to be accompanied by 
robust regulatory arrangements. 


Sovereign debt workout mechanisms 


As discussed in chapter V, a new framework for sovereign debt restructuring 
is critical to developing a stable international financial system that promotes 
economic development. The existing ad hoc and piecemeal approaches to 
both official and market-based sovereign debt restructuring have been 
inefficient and costly, especially for developing countries. Workouts often 
take place with undue lags which prolong distress and economic hardship 
and, as a result, the solutions more often than not provided enough debt 
relief to give debtor countries a “fresh start” in returning to growth. There 
are two key governance challenges. First, the process should mediate 
effectively and fairly between debtors and creditors, because this is the best 
guarantee that enough resources will be made available for a fresh start, 
which is in the interest of both parties. This means that the adjudication 
must be lodged with an independent body. Second, the process should be 
enforceable on all creditors in all jurisdictions, which means that all States 
must commit to enforcing debt resolution decisions. National courts would 
have to recognize the legitimacy of the international arbiter and respect its 
rulings, which would require amendments in domestic contract laws. 


Technology transfer 


Technology is a critical input to development and a key driver of global 
inequality and thus is a key arena within which to overcome international 
asymmetries (Ocampo, 2010). Aside from the World Intellectual 
Property Organization (WIPO) mechanism, which has dealt mainly with 
disseminating intellectual property standards internationally, the World 
Trade Organization intellectual property regime is the only enforceable 
approach applicable to the international transmission of technology. 
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As discussed in chapter IV, developing countries must rely on so- 
called flexibilities to obtain access to needed technology. The need for a 
development-friendly international technological regime is an issue being 
debated in connection with the proposed work programme of WIPO. 


Environmental protection and climate policy 


The Conference of the Parties to the United Nations Framework Convention 
on Climate Change is the treaty body dedicated to promoting collective 
action to reduce global warming and to cope with corresponding tempera- 
ture increases. The Kyoto Protocol to the United Nations Framework 
Convention on Climate Change binds 37 participating developed countries 
and the European community to limits on the emission of greenhouse 
gases. Of the four agreed pillars of the Framework Convention—mitigation, 
adaptation, finance and technology—the last two in particular have 
implications for coherence in global economic governance, as has been 
pointed out in earlier chapters. 

The United Nations Framework Convention on Climate Change has 
inadequate reach (not all countries are party to binding commitments) and 
limited enforcement capability. Ongoing climate change negotiations must 
address this weakness. A key governance challenge related to the Framework 
Convention concerns mechanisms of transfer from developed to developing 
countries, raising resources to the required levels, and implementation 
and monitoring in this regard (see chap. V, box V.2; and Clark, 2010). The 
Framework Convention could be assigned the responsibility for setting 
overall guidelines, based on treaty commitments, for the contribution and 
the use of funds. If empowered, it could monitor these flows and evaluate 
country compliance to commitments. 


Migration and labour services 


The challenges of establishing a more humane and mutually beneficial 
migration process were discussed in chapters II and IV. Labour migration 
requires difficult social adjustments in receiving and sending countries 
and does not involve only the issue of filling needed jobs. A dedicated 
multilateral process to deal with these complex issues is needed. As in the 
case of climate change, the configuration of a future regime is the subject of 
international negotiations. The recognition by the World Trade Organization 
that the principle of liberalization also encompasses the movement of 
natural persons (under Mode 4) represents a significant step forward, even 
though in respect of applying this principle, developed countries have so 
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far showed interest mainly in persons with a very high level of education 
and specialized skills. Meanwhile, based on its many years of work on 
migration, the International Labour Organization (ILO) has developed a 
Multilateral Framework on Labour Migration (MFLM), proceeding from a 
rights-based approach. While focused more on the rights of migrants, the 
Multilateral Framework also calls for international cooperation to facilitate 
both temporary and permanent migration. One may note, for instance, that 
immigrants comprise 88, 71 and 70 per cent of the population in Qatar, the 
United Arab Emirates and Kuwait, respectively. 

Until a more favourable situation emerges for permanent immigration, 
temporary labour flows could be managed in order to enhance global 
welfare and protect the human rights of migrants. Given their prior work 
on migration, ILO and the International Organization for Migration (IOM) 
might cooperate in creating a global clearing house for world labour demand 
and supply. Such a global labour regime could bring order to the currently 
chaotic situation of spontaneously arising labour flows, some of which are 
illegal, which impose significant costs on the migrants themselves (they 
sometimes pay with their lives) and often provoke the ire and resentment of 
the people in destination countries. 


Global economic coordination 


A corollary of the need for more strongly focused international institutions is 
the need for a strengthened multilateral coordination mechanism, to ensure 
that the activities of individual agencies and commissions are not in conflict 
and do not encroach on each other’s purviews. The previous chapters have 
presented numerous instances of the kinds of agenda-related conflicts that 
might be adjudicated or even eliminated by such a coordinating council. 
The mechanisms through which such a council could so act would depend 
on the kinds of enforcement capabilities with which nation states would be 
willing to invest it. This will be discussed below. 

Additionally, such a coordinating body could address the cases of missing 
international institutions, as mentioned above. A coordinating body could 
advance progress by commissioning research reports and convening 
discussions among key parties. Such a functioning coordinating body, with 
its own tradition of procedures and working methods, would be a natural 
venue within which to address the challenge of braking global crises, such 
as the food, energy and the financial crises. 

Bodies already exist that could discharge this needed function. The 
Economic and Social Council is the United Nations organ charged with 
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coordinating the economic and social and related work of the 14 specialized 
agencies, the functional commissions and the 5 regional commissions. Along 
with the strengthening of governance and international procedures, the 
Council could be mandated with a coordinating function that encompassed 
more than just United Nations entities. There have been a variety of 
proposals regarding the creation of a body along the lines of the United 
Nations Security Council, the most recent proposal focusing on a global 
economic coordination council, supported by an international panel of 
experts (United Nations, 2009d). Among the key arguments underpinning 
the proposal for the establishment of a more powerful body is that the 
challenge presented by the current crisis appears to call for a thoroughgoing 
reform of existing institutions. According to another argument, the kind of 
interconnectedness of issues that has been discussed in this report requires 
the presence of such a body. 


VOICE, LEGITIMACY AND EFFECTIVENESS 


The Monterrey Consensus called for the modernized governance structure 
of global finance institutions to be more consonant with the fundamentally 
changed structure of the global economy, which stems mainly from the 
much greater weight of developing countries therein. The developing 
countries are also home to a much greater proportion of the human 
population. Functionally speaking, the argument for an increased voice 
and participation of developing countries in global governance was based 
on the need for the users of the resources and services to be assured of the 
effectiveness, relevance and accountability of those mechanisms. 

When the original Bretton Woods institutions were established, their 
potential users had been allocated a weight of voice and governance 
that was undoubtedly much greater than what could be justified on the 
grounds of economic significance in a world in which, by any measure, the 
United States had the overwhelming economic weight. The argument that 
providing users with an ample voice would be a guarantee of the responsive 
and accountable agenda-setting and operation of a public institution applies 
now as it did then; but in terms of both economic weight and accountability 
to users, developing countries are underrepresented in decision-making 
in these institutions. Recently proposed reforms (such as the G-20 targets 
of a voting weight increase in favour of developing countries of at least 5 
per cent in the IMF and at least 3 per cent in the World Bank) are being 
pursued but progress is very slow. In any case, these reforms would not 
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offer the ample weight that potential users were allocated in the beginning. 
Forthright voting reforms in the World Bank and the Fund are critical 
because their constituency-based systems, enhanced by a system of basic 
votes, provide a stake in the organizations for the smallest economies, and 
could be an important model for other international institutions. 

As a general rule, voting distributions should be appropriate to the 
purpose of the organization. In the financing of development projects, a 
scheme of equal weights in voting power of capital providers and borrowers 
does have precedents, for instance, within the Inter-American Development 
Bank, and could constitute an appropriate voting allocation within the 
World Bank as well. Enlarging the resources and capacities of international 
institutions over the long term will ensure organizational effectiveness, 
but will also require the exerting of greater influence by the community of 
developing countries. 


Inequality, exit and enforcement 


The main underlying reason for the deficiencies of the current institutions 
of globalization is the structural inequality of economic and political 
power between the developed and developing countries (Nayyar, 2010). It 
pervades various multilateral institutions and bilateral relations and, in a 
sense, is a legacy of the colonial era. 


Inequality 


This underlying structural inequality implies that mere changes in formal 
rules may not be sufficient to counteract the processes of divergence and 
differentiation and make globalization sustainable. The processes unfolding 
at the World Trade Organization illustrate this reality. Unlike the World 
Bank and IMF, where decisions are taken on the basis of subscription- or 
contribution-weighted voting, the World Trade Organization operates on 
the basis of the “one-country, one-vote” principle. However, this apparent 
democratic decision-making process is not doing much to make the World 
Trade Organization work in favour of developing countries or to make 
globalization sustainable. 

The basic inequality in economic and political strength stymies and 
effectively nullifies the equality in voting power in one forum (the World 
Trade Organization), and this is much like what happens through the 
mechanism of interlocking markets which ties sharecropper to landlord in 
the model of Bhaduri (1973). When a developing country is tied to developed 
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countries in so many other ways through unequal relationships, it is difficult 
for it to assert its equality in one particular arena. Besides failing to influence 
the outcome of World Trade Organization negotiations, many developing 
countries fail to otherwise make use of several avenues for remediation that 
offer formal equality of access. For example, many developing countries find 
the World Trade Organization's dispute settlement mechanism to be beyond 
their reach because of the cost and technical sophistication requirements 
associated with its utilization (see chap. IV; and Toye, 2010). Indeed, it is 
difficult for a small developing country to take retaliatory measures against 
the large, powerful developed countries on which it may depend in so many 
ways (for example, as a source of remittance income), not to mention the 
simple fact that retaliation is effective only if the size of the trade volume is 
large, which is usually not the case for developing countries. 


Exit 


The progressive reduction of global asymmetries is the third criterion 
for global governance arrangements offered by Ocampo (2010), and is 
indispensable. The international precedents for application of the principle 
of differentiated responsibilities stretch back to the GATT; and modernizing 
the application of affirmative action and protection for the weak is critical 
to ensuring the increasing engagement of these countries in international 
commerce. International arrangements arguably would be robust if they 
provided time-bound opt-out rules (Toye, 2010) for those with a clear 
incapacity to meet them. The single-undertaking approach of the World 
Trade Organization makes it difficult to implement such rules (Drache, 
2010), and this, combined with its expansive agenda, makes it difficult to 
reach agreement. Clear, predictable standards with respect to differentiated 
responsibilities are required. 

If there are too many exceptions, of course, there is the chance that 
powerful countries will exit international disciplines. Exit, which is the 
ultimate enforcement mechanism available to economically powerful 
countries, would have a negative impact on developing countries. 


The role of caucuses 


The emergence of the G-20 as a self-selected grouping arranged to oversee 
economic recovery and reform has raised many questions about the 
role of these kinds of formations in global governance. The G-20, which 
is an expansion of the Group of Eight (G-8), is often described as an 
improvement. Caucuses’ limited memberships are often seen as necessary 
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for the taking of timely decisions that can be enforced by economic players 
having the actual power to do so. This criterion of effectiveness in reaching 
enforceable decisions should indeed be one basis on which all groupings 
must be judged. In terms of this criterion, the G-20 has succeeded on some 
fronts but not on others. One notable success is the increase in resources 
for IMF, which basically involved ensuring that other important economies 
would support a change in the stance long maintained by the United States 
regarding the matter. 

On other issues, the effectiveness of the G-20 is still in doubt. It has 
formulated general objectives for macroeconomic coordination without 
setting out the details of a process of institutionalization (see chap. V). 
There is no guarantee that the technical designs on international financial 
regulation requested by the G-20 from the Financial Stability Board and 
IMF will be accepted by all G-20 members. Countries that are represented 
both in the G-20 and in official international bodies such as IMF do not have 
to take the same position in both bodies, making the effectiveness of these 
kinds of groupings unpredictable. Still, inadequate as they are, only official 
international bodies have enforcement capability and ultimately caucuses 
must implement their own decisions through those bodies. Improving the 
effectiveness of official international bodies with enforcement capability 
should be a priority shared by all countries and by all caucuses. 

The effectiveness of a caucus or grouping in implementing its decisions 
through official bodies depends on its own internal cohesion, which 
depends in turn on the ability of all its members to participate fully in its 
deliberations and accept the group’s decisions as their own. The tendency 
of these groupings to rely, for technical and staff support, on institutions 
in which some members may feel they have insufficient influence (the 
G-20, for example, relies on Organization for Economic Cooperation and 
Development (OECD) and IMF staff) undermines cohesion. 

The organization of country groupings is based on a perceived inherent 
common interest of its members. The fact that new country groupings 
have presented themselves as acting in the global interest immediately 
raises the governance issue of representativeness. Using the most expansive 
determination of the size of the European Community, G-20 members like 
to point out that they account for 91.5 per cent of world gross domestic 
product (GDP) and 66.5 per cent of the world’s population. These highly 
documented demonstrations of representativeness still violate principles of 
fairness and recognition ofthe rights ofthe weakand minority interests, which 
are unlikely to be internalized by members. There do exist representative 
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organizations, such as the United Nations, but their effectiveness has been 
questioned. That there is a parallel existence of groupings claiming global 
reach, on the one hand, and of globally representative organizations, on the 
other, does act as a spur to both types of entities to raise their effectiveness 
and representativeness. Establishing channels of communication and 
coordination between these two kinds of global body must be a priority. 


Enforcement mechanisms 


At this juncture, the international community has only one effective 
enforcement mechanism in place, namely, the dispute settlement 
mechanism, which is able to generate binding rulings that authorize 
countries to impose trade sanctions on others. It happens to be based in the 
World Trade Organization, and this is one reason why many countries find 
that it would be in their interest to expand the World Trade Organization 
agenda. This approach relies on the Westphalian principle that sovereign 
states are the world’s highest-level independent actors. 

Chapter IV has discussed how, even within the World Trade Organization, 
the dispute settlement mechanism is heavily skewed against countries with 
small markets and small public sectors. As an enforcement mechanism, it 
appears to be quite effective. Should such a mechanism be applicable in 
other areas, though perhaps not through the World Trade Organization? 
Assuming that a strengthened Economic and Social Council or a global 
economic coordinating council could adjudicate cases in the same way that 
dispute panels in the World Trade Organization do today, should trade 
sanctions be the enforcement instrument of choice? 

Other proposed enforcement mechanisms either have, historically, been 
proposed or, like the “scarce currency” powers of IMF, exist but are not 
applied. The scarce currency sanction (under article VII of the IMF Articles 
of Agreement) represented a compromise with the original Keynesian 
proposal that IMF function as a genuine currency union where countries 
would have to pay a penalty on surplus payments balances. Such penalties 
would have provided debtor nations with unrestricted access to the clearing 
fund without having to seek approval or make domestic adjustments. 
Following the rejection of the idea by the United States, a compromise was 
reached in the form of the scarce currency clause which authorizes, upon 
the determination of IMF, capital restrictions and trade discrimination 
against countries with chronically excessive trade surpluses. An assessment 
in the United Nation’s report on the World Economic Situation and 
Prospects 2010 (United Nations, 2010, p. 94) led to a proposal to consider 
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another type of enforcement mechanism involving the imposition of 
sanctions on countries for non-compliance with internationally agreed 
prudential regulations. 

In the monetary-financial area, there are effective mechanisms for 
enforcing changes in domestic policy, but these have been applicable 
only to debtor countries, through Bretton Woods programmes. Greater 
enforcement power over countries whose domestic policies have systemic 
impact could potentially elevate the role of the Bretton Woods institutions 
internationally: rather than enforcers of the collection of international 
claims on developing countries, they could become genuine instruments of 
global governance. 


WHAT IS TO BE DONE? 


‘The risks associated with the deeper interdependence of national economies 
exposed by the crisis can foster a drastic retreat from globalization. There 
are, however, feasible approaches to initiating more sustainable globalization 
processes. The previous chapters have examined various approaches to 
retooling the existing aid, trade and financial architectures with a view to 
filling such gaps and eliminating such traps in the international system as 
undermine development efforts. Overcoming institutional weaknesses in 
the key international organizations, such as IMF and the World Bank, and 
eliminating inequities in respect of the access to participation, particularly 
at the World Trade Organization, are also important. There are glaring 
inadequacies in the global coordination of economic decision-making, 
including conflicting agendas and conflicting rules in the areas of trade, aid 
and debt. 

The previous chapters have identified a number of challenging directions 
for reform, including: 
e Providing sufficient policy space for developing countries so as to allow 

them to deploy a broader range of development policies 


e Reforming the technology regime, particularly in the light of the climate 
change challenge, so as to ensure greater access for developing countries 


e Reforming the global regime overseeing international labour flows 

e Establishing and resourcing coordinated counter-cyclical mechanisms 
among economies 

e Coordinating international financial regulation and controlling 
regulatory and tax competition among countries 
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Retooling the rules of the game for a fair and sustainable global develop- 
ment is necessary, but not sufficient. Retooling is also about the players. 
Providing developing countries having weaker initial conditions with 
more of the time, resources and policy space needed for them to become 
full participants is to be regarded not as an act of charity or goodwill on 
the part of the powerful but as an imperative for realizing the shared goal 
of expanding international commerce. The principle of common-but- 
differentiated rights and obligations, which are to be defined as a function 
of level of development, will need to be applied in practice and embedded 
within a system of clear-cut rules. 

Reshaping rules is easier said than done. Players will need to agree on the 
common global sustainable development goals to be pursued and will need 
to be convinced that cooperation will provide net benefits for all—benefits 
serving present and future generations. However, within any scheme of 
international cooperation, net benefits may be perceived as not being equal 
for all; and any expected unevenness in outcomes may impede the reaching 
of effective global solutions. Because of differences in living standards, and 
therefore in capacity to pay, some countries will be expected to shoulder 
larger shares of the total costs of providing global public goods, which may 
reduce their incentive to cooperate in providing them. Hence, with respect 
to establishing multilateral agreements, the proposed pattern of burden- 
sharing is as important as the extent of the benefits to be conferred by the 
public goods. 

The international community must face a key fact, namely, that the 
pattern of uneven development brought about by globalization so far has 
been sustainable neither economically nor environmentally, nor has it been 
feasible politically. As this time around, developing countries are much 
more significant and much better integrated into the world economy, the 
global crisis has profounder implications and more serious consequences for 
development. While the present crisis only highlights the ever-present risks 
associated with the deeper integration of national economies into the world 
economy, the issue is not so much a retreat from globalization, as a feasible 
reshaping of the globalization process. The proposed means of retooling the 
existing aid, trade and financial architectures aim at overcoming present 
shortcomings. 

There is a need to strengthen the global coordination of economic 
decision-making so as to minimize the number of cases where rules dealing 
with trade, aid, debt, finance, migration, environmental sustainability 
and other development issues come into conflict. At present, there is no 
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international agency dealing systematically with questions of coherence 
and consistency in multilateral rules-setting. The global crisis has provided 
painful evidence of the weaknesses of the present system. The issues of 
climate change and demographic changes demand even greater coherence 
among the spheres of global governance and between decision-making 
processes at the global and national levels. Whatever its shape, international 
coordination based on shared principles and transparent mechanisms is 
more urgently needed than ever. 


NOTES 


1 Para. 8. Available from http://www/g20.org/Documents/g20_summit_declaration.pdf. 
The Commission of Experts of the President of the United Nations General Assembly 
on Reforms of the International Monetary and Financial System proposed to replace 
IMF with a totally new organization, having the capability from its inception to 
create global liquidity (see United Nations, 2009d). 
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